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Direct Testimony of Staff Witnesses Dr. Thomas H. Fish, David C. Purcell, Rita R. Beale (Public

Version), Corky Hanson, Juan C. Manrique, and Robert G. Gray in the above-referenced matter.

A confidential version of Rita R. Beale's Direct Testimony has also been provided under seal

15 to the Commissioners, their Assistants, the assigned Administrative Law Judge, and the parties that

have signed the Protective Agreement in this case.
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EXECUTIVE SUMMARY
UNS GAS INC.

DOCKET NO. G-04204A-08-0571

Based upon my review of the Company's filing and its books and records, I have
determined that the Company has an operating income deficiency of $2,077,601 and I
recommend that the Company be authorized a base rate increase of $3,395,423 This is based on
an original cost rate base of $178,509,369, RCND rate base of $324,538,931 and fair value rate
base of $251,524,153. The proposed rates are designed to provide the Company the opportunity
to recover its cost of providing service.
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1 INTRODUCTION

2 Q- Please state your name, occupation, and business address.

3

4

My name is Thomas H. Fish. I am President of Ariadair Economics Group. My business

address is 1020 Fredericksburg Rd., Excelsior Springs, MO 64024.

5

6 Q- What does Ariadair Economics Group do?

7

8

Ariadair Economics Group provides expert witness and consulting services in

administrative and judicial litigation proceedings.

9

10 Q- Please describe your educational background.

11

12

13

14

I hold a B.A. (1968) degree in Economics from University of Missouri at Kansas City, a

M.A. (1970) degree in Economics from Central Missouri State University, and a Ph.D.

(1972) degree in Economics, with minor areas of study in Finance and Marketing, from

University of Arkansas.

15

16 Q- Please describe your professional experience.

17

18

19

20

21

I have provided expert witness and consulting services in Economics, Finance, Utility

Regulation, Industrial Organization, and related areas in administrative and judicial

litigation proceedings for over thirty years. Shave also taught graduate and undergraduate

college classes in Economics, Finance, Quantitative Methods, Financial Accounting,

Managerial Accounting, Cost Accounting, Management and related classes. My resume is

attached as Attachment THF - l.22

23

24 Q- What is the purpose of your testimony in this case?

25

26

A.

A.

A.

A.

A. I have been retained by the Utilities Division of the Arizona Corporation Cornniission

("Staff") to review the rate application of UNS Gas, Inc. ("Colnpany" or "UNS Gas") and
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1

2

3

4

to address the following issues: Revenue Requirement and certain adjustments to

Revenue Requirement, Original Cost, Reconstruction Cost New, and Fair Value Rate

Base, Cost of Service, Customer Class Risk and Rate Design. I have performed an

analysis and evaluation of those issues and will make recommendations regarding them.

5

6 Q. Have you reviewed the Company's application for rate relief?

7

8

9

Yes. I have reviewed, analyzed and evaluated the Company's application, its rate base

and revenue pro forma adjustments, its work papers in support of its pro Ronna

adjustments, and its response to a series of data requests submitted by Staff

10

11 Q- Have you reached any conclusions as a result of your review?

12 Yes.

13

14 Q- Have you prepared Schedules in support of your testimony?

15

16

17

18

Yes, I have prepared an attachment, Attachment THF-2, consisting of several Schedules,

identified as Schedules THF - Al through THF - RD6 in support of my testimony. The

A, B, and C Schedules are associated with the revenue requirement part of my testimony

and the RD Schedules are associated with the Cost of Service/Rate Design part of my

19 testimony.

20

21 Q- Would you please describe the A Schedules?

22

23

24

25

A.

A.

A.

A. Yes. The A Schedules present a summary of the Company's revenue deficiency and

gross-up factor. Schedule THF - A1 shows the Company's and Staff' s Original Cost Rate

Base, Reconstruction Cost New Rate Base, and Fair Value Rate Base and the required

operating revenue necessary for the Company to recover its prudent costs of providing
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1

2

service including a fair return on capital. These Staff values are based on the values

presented in the B and C Schedules.

3

4 Q- Would you explain the three different rate base values that you identify?

5

6

7

8

9

10

11

12

Yes. The Original Cost Rate Base is the net value of the plant and equipment used and

useful in providing natural gas distribution services by the Company. It is measured in

dollars actually invested in net plant and equipment. Reconstructed Cost New

Depreciated Rate Base is the estimated net value (cost) of the Company's Original Cost

Rate Base if that Rate Base had to be reconstructed using the value of today's dollars.

The Fair Value Rate Base is the average of the Original Cost RateBase and Reconstructed

Cost New Depreciated Rate Base. The Commission has adopted this procedure for

deriving Fair Value Rate Base in other regulatory proceedings.

13

14 Q- Please describe the B Schedules.

15 Schedule THF .- BI summarizes the Company's proposed rate base modified to reflect the

pro Ronna adjustments recommended by Staff Schedule THF-B2 provides a summary of

rate base pro forma adjustments. Schedules THF - BE through THF - B10 are schedules

supporting individual pro forma adjustments to rate base. I am sponsoring these Staff

adjustments.

16

17

18

19

20

21 Q. Please describe the C Schedules.

22

23

24

The C Schedules present a summary of the Company and Staffs Operating Income in

Schedule THF -- Cl, a summary of pro forma income and expense adjustments in

Schedule THF - CO, and the remaining C Schedules present support for each of the pro

forma adjustments to income or expenses. I am sponsoring these Staff adjustments.25

26

A.

A.

A.
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1 Q- Please describe the RD Schedules.

2

3

4

5

6

7

8

The RD Schedules present support for Staffs Rate Design proposals in this proceeding.

Schedule THF - RD1 presents the results of a customer class risk study. Schedule THF-

RD2 shows a summary of revenues by customer class and adjusted present rates and

proposed rates. Schedule THF .-. RD3 presents a summary of revenues by rate schedule by

adjusted present rates and proposed rates. Schedule THF -- RD4 is a summary of Staff

recommended Rate Design. Schedule THF - RD5 provides proof of revenue of Staffs

proposed rate design. Schedule THF -.. RD6 provides a bill comparison of present and

Staff proposed rates.9

10

11 Q- Were these Schedules prepared by you or under your supervision?

12 Yes.

13

REVENUE REQUIREMENT14

15

16

Q- What revenue increase has UNS Gas requested"

17

18

UNS Gas requested an increase in revenues of $9,480,876 or about a 6 percent increase to

a customer's total bill compared to test year revenue, inclusive of gas costs. According to

Company Witness David G. Hutchens the reason for the requested increase is the

Company's inability to recover its costs, growth in its service territory, the related increase

in capital expenditures and operating costs, as well as increases related to rising material

and labor costs.

19

20

21

22

23 Q- What does Mr. Hutchens project the number of UNS Gas customers to increase by?

24

25

26

A.

A.

A .

A. On Page 3 of his testimony Mr. Hutchens states that, at the end of the June 30, 2008 Test

Year, UNS Gas had a customer base of 145,000 and projected that the number of UNS

Gas customers will increase by, on average, 2.5 percent annually.
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1 Q- What revenue increase does Staff recommend?

2

3

Staff is recommending an increase in gross revenue requirement of 33,395,423 or 2.1

percent over test year including cost of gas.

4

5 ADJUSTMENTS TO RATE BASE

6 Test Year

7 Q- What test year did the Company use?

8 The Company used a historic test year ending June 30, 2008.

9

10 Q- Would you explain the concept of test year?

11

12

13

14

15

Yes. Regulated utilities such as UNS Gas have the opportunity to recover their prudently

incurred cost of providing service, including an opportunity to recover their capital cost.

Rates for utility services are set by utility regulators, in this case the Arizona Corporation

Commission, so that utilities have an opportunity to recover these prudent costs incurred

in the provision of service.

16

17 Q- How are prudently incurred cost of providing service determined?

18

19

20

The prudently incurred cost of providing service is determined on the basis of a test year.

A test year reflects a level of operating revenues and expenses arid net plant investment

that is representative of normal conditions that are expected to exist when the resulting

rates are in effect.21

22

23 Q-

24

What is required to determine the proper, or representative, level of expense,

revenues, and investment?

25

26

A.

A.

A.

A.

A. In order to determine the proper, or representative, level of expense, revenues and

investment, individual items may be adjusted to reflect their value on an on-going basis.
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1

2

3

4

5

6

7

8

9

10

11

Some rate base items such as plant in service and accumulated depreciation are based on

end of test year levels. Other rate base items such as materials and supplies are based on a

test year average level. Certain expense items such as payroll and payroll tax expense are

annualized. Expense items that have been incurred, but are not necessary for the provision

of service, are removed from the test year. In addition, some expense items, such as legal

expense, may occur on ongoing but irregular intervals and require adjusting to nonna

levels. So some items may require no adjustments, some may require removal, some may

require annualization and some may require normalization. After all these adjustments

have been made, test year revenue is compared to test year required revenue and, if a

shortfall exists, rates are set to provide the utility the opportunity to recover its cost of

providing service.

12"

13 Q- What is the importance of the test year concept and the adjustment process you

described above?14

15

16

17

18

19

20

21

22

23

24

25

26

A. The adjusting process applied to test year values described above, when conducted

properly, will remove (eliminate) all unnecessary transactions, convert possibly erratic and

variable transactions to "normal" (normalize) values, and annualize intra-year growth or

decay in ongoing values. The result will be a test year that represents the best

determination of what the Company's actual net investment in plant and equipment is,

what its ongoing expenses can reasonably be expected to be, and what its ongoing income

can be expected to be. The Company has the opportunity to recover its prudent expenses

of providing service, and these are identified through the adjusting process. It also has the

opportunity to recover its prudent capital cost incurred in the provision of service. This is

typically done by applying its Weighted Average Cost of Capital ("WACC") to its net rate

base. The WACC is calculated by adding the cost of each capital component (debt,

common equity, preferred stock, etc.,) times the proportion of each capital component to
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1

2

3

4

5

the total capital structure together. Adding the Company's expenses to its Capital Cost

results in a determination of the Company's revenue requirement. By comparing its

revenue requirement with its test year income, a determination is made as to what, if any,

revenue deficiency the Company is experiencing. The final step is to design rates so that

the new rates for each customer class times the number of customers in each customer

6 class totals the revenue requirement for the test year.

7

8 RATE BASE

9 Q- Are you proposing pro forma adjustments to rate base"

10

11

12

13

14

15

Yes. I am proposing four pro forma adjustments to original cost and Reconstructed Cost

New Depreciated ("RCND") rate base. These proforma adjustments to rate are: 1) Post

Test Year Non-Revenue Plant in Service, 2) Customer Advances Adjustment, 3) Working

Capital, and 4) Accumulated Deferred Income Tax ("ADIT"). In addition to these pro

forma rate base adjustments I present the results of an analysis and evaluation of the

Company's RCND study.

16

17 RCND Test Year Calculation Inconsistencies

18 Q. What is a RCND rate Base?

19

20

21

22

23

A RCND Rate Base" is defined in A.A.C R14-2-103 as: "An amount consisting of the

depreciated reconstruction cost new of the property (exclusive of contributions and/or advances in

aid of construction) at the end of the test year, used and useful, plus a proper allowance for

working capital and including all applicable pro forma adjustments. Contributions and advances

in aid of construction, if recorded in the accounts of the public service corporation, shall be

24

A.

A.

increased to a reconstruction new basis.77
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1 Q- Would you provide an overview of the process of deriving a RCND rate base?

2

3

4

5

6

Yes. A RCND study is a point in time measurement, just as an original cost rate base is a

point in time measurement. That is, the Company's RCND rate base today most likely

will not have the same value as the RCND rate base as of June 30, 2008. Rate Base is a

balance sheet idea and balance sheet values are point in time measurements while Income

Statement measurements are over time, or flow measurements.

7

8 Q What information does the RCN and RCND Rate Base convey?

9

10

A

11

12

13

The reconstruction cost new ("RCN") rate base provides the gross value of the rate base

expressed in today's dollars, and the RCND rate base provides the net value of the rate

base expressed in today's dollars. A properly constructed RCND rate base provides an

estimate of what the cost would be to reconstruct the existing rate base if it were to be

constructed now in today's dollars. .

14

15

16

17

Q. Are there underlying assumptions of RCND studies?

18

19

20

21

22

23

24

25

Yes. An underlying assumption of RCND studies is that the value of a dollar today,

everything else being equal, has more value than a dollar to be received in the future and

that a dollar received in the past, everything else being equal, has more value than a dollar

to be received now. So the RCND rate base is the value of the rate base when all net

dollars invested have the same value regardless of when they were invested. The Original

Cost rate base is the value of the rate base when all net dollars have the specific value of

those dollars at the time they were spent, that is, they are not adjusted for changes in the

value of the dollars. The way to convert current dollars into constant (value) dollars is to

create a price (or cost) index for the various types of investments and use the price (or

cost) index to convert to constant dollars.

26

A.

A.
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1 Q- What is a price, or cost, index?

2

3

Index values provide a relative comparison of prices or costs over time. Price or cost

indices have a base period where the index value is 100 and observations away from the

4 base have different values based upon the value of the dollars at those observations. For

5 the RCND rate base derivation we want the base period to be the test year. That is, we

6

7

8

want to conduct the analysis in today's dollars because the RCND will show us how much

we would have to spend, in today's dollars, to duplicate the original cost rate base. The

primary source of index values used in RCND calculations is the Handy-Whitman

construction cost index and9 Federal Energy Regulatory

10

by geographic location

Commission ("FERC") account.

11

12 Q- Please describe the Handy-Whitman cost indices.

13

14

15

16

17

The Handy-Whitman indices are index values of plant and equipment costs by FERC

account and by region. They have a base value (100) early on in the time series so we

need to convert the base from the earlier base period of the series to the end of test year

observation. This conversion process is one of dividing the end of test year index by each

individual index throughout the series.

18

19 Q. Can you give an example of this?

20

21

A.

A.

A. Yes. Consider the following example where we are converting the base period from year

one in the original index to year four in a new index :
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1 New Index value

2 1 130.00

3 2 110.00 118.18

4 120.00 108.33

100.005

6

Year Original index value Conversion equation

100.00 (130/100)*100

(130/110)*100

(130/120)*100

(130/130)*100

3

4 130.00

7

8

9

10

11

Note that the New Index value series has the same relative values between the years as

does the Original index value series. However, the indices are measured with respect to

year 4 values rather than with respect to year 1 values. The conversion of the base period

demonstrated above shown under the column headed "New Index Value" corresponds to

the Company's tern "Trend Value" used in its RCN study.

12

13 This process is simply one of changing the base period but not the relative values of the

observations between periods. In the example above, the base period was changed from

year one to year four.

14

15

16

17

18

Q- Are there any unusual characteristics about values calculated using this technique?

19

20

Yes. By definition, the RCND values for the test year will be the same as the Original

Cost values for the test year.

21 Q. Can you please briefly explain the difference?

22

23

24

25

26

A.

A. Yes. The base period always has an index value of 100 which means that current and

constant dollars are the same and the base period for RCND studies for regulatory

purposes is the test year. This equality that exists in the base period will only occur at the

base period unless the index values for previous, (or subsequent) periods are exactly equal

to the original index value. This will rarely, if ever, be the case.
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4

1 Q- Does this feature of the construction of RCND rate base have implications for

2 determining the validity of the resulting RCND rate base?

3

4

5

Yes. If a proforma adjustment to the Original Cost rate base and the corresponding pro

forma adjustment to the RCND rate base for an expenditure during the test year have

different values, then there was an inconsistency in constructing the RCND rate base.

6

7 Q- Please briefly explain the Company's position.

8 Post Test Year Non-Revenue Plant in Service is defined by Mr. Dukes as ".. . investments

9

10

11

12

13

14

15

16

17

18

19

made prior to the end [but presumably within the test year] of the test year into plant that

will not produce additional revenues beyond the test year adjusted amount. These

investments were not in service by the end of the test year, but will be in service when

rates established in this case go into effect. These are investments in items like

transportation equipment, general plant, replacements and relocations of existing

facilities." (testimony page ll, lines 5 - 10). So, the investment is clearly not made prior

to the test year. The Original Cost rate base pro forma adjustment made by Mr. Dukes for

this item is $1,527,588 but the RCND rate base pro Ronna adjustment made by Mr. Dukes

is $2,514,427. The pro forma RCND adjustment is 64.6 percent larger than the pro forma

Original Cost adjustment which indicates that an inconsistency was made in constructing

the RCND rate base unless a large amount of the investment was made prior to the test

20 year.

21

22 Q-

23

Did you evaluate the Company's RCND studies for the 2005 test year and the test

year ending June 30, 2008?

24 Yes, I did.

25

A.

A.

A.
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1 Q- What is the result of your analysis?

2

3

4

I noticed that the Handy-Whitman Indices between 2005 and 2008 had barely changed,

and that suggests that the major source of change in both the Original Cost andRCND rate

bases were from net investments during that period of time. Therefore, the ratio of test

5

6

year 2005 Original Cost to RCND rate bases should be close to the ratio of June 30, 2008

Original Cost to RCND rate bases. As shown in Schedule THF BE, the ratios are

7

8

skewed. The ratio of RCND to Original Cost rate base in test year ending 2005 was 134.1

percent but in test year ending June 30, 2008 the ratio was 176.3 percent. The other ratios

shown in Schedule THF - B3 show similar skewed results.9

10

11 Q- What does this indicate to you?

12 It indicates that inconsistencies were made in conducting the studies.

13

14 Q- Did you determine where the inconsistencies were made and what they were?

15 Yes. Inconsistencies were made in both studies. The inconsistencies occurred because the

16 data necessary to perform the studies were not available. Therefore neither study provides

the Commission with known and measurableRCND rate base values. Since the fair value17

18

19

rate base is the average of the original cost rate base and the reconstructed cost new rate

base, the fair value rate base, like the RCND rate base, is not known and measurable.

20

21

22

An inconsistency was also made in the earlier study when the Company used an incorrect

con-version factor index of 435 to calculate its "trend value" FERC account 276, mains. It

23 shouldhaveused the 2005 index value of 556.

24

A.

A.

A.

1 See Company response to Staff data request 6. 1 .
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1 Q-

2

Do you have additional support for your determination that the RCND studies are

incorrect?

3

4

5

6

7

8

9

10

Yes. Company Witness Dukes explained that when Citizens' gas assets were acquired by

UniSource Inc. the detailed continuing property records of Citizens' gas assets, located in

New Orleans, were not available. Also, Arizona law requires that RCND studies must be

tiled with the application when a regulated Arizona utility files a request for rate relief. In

the case of UNS Gas, since the detailed information required for a known and measurable

determination of reconstruction cost new rate base was not available when it tiled its last

rate case, the Company took an extremely conservative approach in deriving its RCND

rate base. It did this in its last rate case and kept the value of the RCN down so as not to

overstate the RCND rate base value.11

12

13 Q, Can you show how the Company did this?

14

15

16

17

18

19

20

21

22

23

24

25

26

A.

A. Yes. Schedule THF-B4 reproduces portions of the Company's work papers associated

with the RCND study ending December 31, 2006 and the RCND Study ending June 30,

2008. Column A shows the Handy-Whitman cost index for FERC 276, mains, used by the

Company in its December 31, 2006 RCND Study. For the 2005 study, the column is

headed "Handy-Whitman line 43, which indicates cast iron mains, but the values in the

column are iron line 44, steel mains. Note the shaded value 435. This is the cost index

for 2004, not 2005. The actual value for 2005 is 556. Columns B and C show the trend

values for 1998 through 2005 using the correct and the incorrect cost indices. The correct

cost index value is 27.8 percent higher than the value calculated, dies is shown in Column

D. Column G shows the relative value of the '08 study compared to the '05 study. The

'08 values are less than 2 percent greater than the '05 values, if the '05 values had used the

correct '05 cost index rather than the '04 index, not the 50 percent plus values represented

by the Company in its studies as shown in Schedule THF -.- B3 .



Direct Testimony of Thomas H. Fish
Docket No. G-04204A-08-0_71
Page 14

1

2

3

4

The Handy-Whitman has three indices for FERC account 276, mains. These indices are

for cast iron mains, steel mains, and plastic mains. The Company, however, did not have

the necessary data that would allow it to use the correct indices and corresponding correct

FERC account values. Therefore, it selected the FERC 276 index which had the smallest

5 impact on the study.

6

7 Q- Did you conduct a RCND study that corrected for the Company's inconsistencies?

8

9

10

No. If I, or any other analyst, attempted to conduct a RCND study using the Company's

data, the result would be the same. Without the information regarding the detail of the

Company's system, the resulting values could not be considered known and measurable.

12 Q-

13

What are your recommendations regarding the inconsistencies you found in the

Company's RCND study?

14

15

16

17

18

recommend that the Commission adopt the RCND study as filed by the Company for this

proceeding. The difficulty with the study results from the unavailability of historical

detailed Continuing Property Records when Citizens assets were acquired. Over time the

impact of the gaps in the older data will diminish and the indices associated with the

composition of mains, and other related problems, will tend to go away.

19

20 Post Test Year Non-Revenue Producing Plant

21 Q-

22

Are you proposing a pro forma adjustment to the Company's proposed rate base for

Test Year Non-Revenue Producing Plant?

23

A.

A.

A. Yes.
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1 Q-

2

What pro forma adjustment for Post Test Year Non-Revenue Plant did the Company

propose?

3

4

The Company proposed to increase test year original cost rate base by $1,527, 588 and, as

discussed above, increase the RCND rate base by $2,514,427.

5

6 Q- What was the reason given by the Company for this pro forma adjustment?

7

8

9

10

11

12

13

14

15

16

According to Company Witness Dallas Dukes:

"The Commission should allow UNS Gas to recover such costs. The Company

has made investments to serve existing customers and will not see any additional

revenue directly related to these investments until the time the investments are

reflected in rate base within a rate proceeding. The inclusion of post test year non-

revenue producing plant in rate base will help the Company to begin recovering its

investment and an opportunity at eating a reasonable return in a more equitable

time frame. If this current case follows an expected course, new rates will go into

effect in December 2009 at the earliest. Based upon the circumstances of this

matter in which Staff required at least six months of actual rates billed within the

17

18

19

20

21

22

A.

A.

test year - a new rate case could not be filed until October of 2010, with rates most

likely not effective until January 2012. So the recovery of and on investments

actually made prior to the end of the test year, but not technically in service, will

not produce additional revenues until January 2012, in other words, over 3 1/2

years after the investments were made to serve existing customers. (Dukes Direct

Testimony, page l l, lines 14 -.. 26.)
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1 Q- Do you agree with Mr. Dukes' justification for inclusion of Post Test Year Non-

Revenue Plant in Rate Base?2

3 No.

4

5

Presumably, the investment was made in order to increase the Company's

efficiency/productivity and hence reduce costs of providing service such as maintenance

cost. This could result in a mismatch between post-test year revenue and costs. In

6 addition, the Company has a choice as to when it files an application for rate relief. The

7 Company could have waited to file its application so as to include this investment in its

8 test year.

9

10 Q-

11

Do you know when the Company made the investments in Post Test Year Non-

Revenue Producing Plant in Service it wishes to include in rate base?

12 No. The Company did not provide this information in response to data requests or as part

13 of its work papers in support of its pro forma adjustments.

14

15 Customer Advances Adjustment

16 Q-

17

Are you proposing a pro forma adjustment to the Company's proposed pro forma

adjustment to rate base for Customer Advances?

18 Yes.

19

20 Q- What pro forma adjustment for Customer Advances did the Company propose?

21

22

The Company is proposing that the test year reduction to rate base for Customer Advances

be "about $600,000."

23

24 Q- What is the Company's justification for this pro forma adjustment?

25

26

A.

A.

A.

A. Mr. Dukes, page 12, lines 4 .- 19, suggests that approximately $600,000 of customer

advances have already been spent on prob acts not included in rate base and the Company,
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1

2

3

therefore, does not have those funds available to spend. In addition, since those projects

are not reflected in rate base and the contributed capital for those investments is no longer

available, the Colnpany's opportunity to earn a reasonable return is reduced by such

treatment.4

5

6 Q- Do you agree with the Company's argument in favor of including $600,000 of

customer advances in rate base?7

8 No.

9

10 Q- Is it your understanding that Arizona utilities have the option to include customer

11 advances in rate base?

12 No.

13

14

15

Working Capital

Are you proposing a pro forma adjustment for Working Capital?Q-

16 Yes.

17

18 Q- What are the components of Working Capital?

19

20

Working Capital is composed of Materials and Supplies, Prepayments, and Cash Working

Capital.

21

22 Q» Are you proposing any adjustments in these Working Capital components?

23

A.

A.

A.

A.

A. I am proposing an adjustment only to cash working capital.
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1 Q- What is the basis for your adjustment to Cash Working capital?

2

3

4

5

6

7

8

9

10

11

12

The Company conducted a lead-lag study to detennine its cash working capital

requirements. The lead-lag study measures the timing differential between accounts

receivable and accounts payable and weights this differential by dollars. My analysis and

evaluation of the Company's study suggested that they may have erred in determining lag

days for payment of purchased gas. They used 27.89 days for their purchased gas

payment lag. However, this included what appears to be an abnormal pay structure for the

months of December 2007, January 2008 and February 2008. Payment averaged only

17.83 days for these months, not the nonna 35 days. The impact of this early payment

appears to have served to shorten the lag period to 27.89 days. Adjusting the Company's

analysis for this correction has a significant impact on the Company's cash working

capital requirements. This results in an adjustment to working capital requirements of

$(1,624,840).13

14

15

16

17

18

Q- Did you prepare Schedules to support this adjustment?

19

20

Yes. Schedules THF .- 7, THF - BB and THF - B10 address this issue. Schedule THF

B10 shows the modifications required to the Company's lead lag study to reflect this

payments change for natural gas purchases as well as other adjustments required due to

this modification. Schedule THF -- B8 presents a summary of purchased gas payments

lags, and Schedule THF - B7 presents the results of working capital net change.

21

22 Accumulated deferred Income Tax ("ADIT")

23 Q. Are you proposing a pro forma adjustment for Accumulated Deferred Income Tax?

24

A.

A.

A. Yes.
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1 Q. What is your proposed adjustment?

2

3

4

The adjustment to Accumulated Deferred Income Tax is required because of the profonna

adjustment to eliminate the Supplemental Executive Retirement Program ("SERP")

expense effects income tax. The SERP proforma adjustment is discussed below in the

revenue requirements pro forma adjustments discussion.5

6

Q- What is your pro forma adjustment for ADIT?7

8

9

10

$38,994.

Q- Did you prepare a Schedule in support of this pro forma adjustment?

11 Yes. Schedule THF - B9 shows the calculations required for this pro forma adjustment.

12

13 ADJUSTMENTS TO OPERATING INCOME

14

15

16

17

18

Q- Do you provide Schedules summarizing your pro forma adjustments to operating

income?

19

20

Yes. Schedule THF - CI provides a summary of Adjusted Net Operating Income and

Schedule THF -- CO provides a summary of pro forma Income Statement Adjustments.

The sections below provide a discussion of each of the pro Ronna adjustments to

Operating Income.

21

22

Customer Annualization

Q, Did the Company propose a pro forma Customer Annualization adjustment?

23

24

25

A.

A.

A.

A.

A. Yes. The Company proposed a reduction in income of $516,003 to represent its test year

reduction in customers. From a review of the work papers associated with the Company's

Customer Annualization adjustment, it appears that $302,550 of this amount arises
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1

2

directly from the Customer Annualization adjustment and the remainder appears to be the

adj used amount from the large industrial customer.

3

4 Q-

5

Do you agree with the pro forma Customer Annualization adjustment recommended

by the Company?

6 No. Mr. Erdwunn sponsors the pro forma Customer Annualization adjustment using Me

7 June, 2008 values. "Customer Annualization

8

9

He states on Page 7, lines 5 -9, that

adjustments should restate the number of test-year bills and volumes to be consistent with

(but not necessarily equal to) the number of customers on the system at the end of the test

10 A

11

year. Customers should expect a positive customer adjustment on a growing system.

positive customer adjustment typically entails additions to both customers and terms."

12

13

14

15

16

17

18

19

20

Here he appears to recognize that his annualization results are not normal or representative

of a test year. He goes on to say, page 8, lines 1 -20, that the Company is experiencing

"cyclical, seasonal" fluctuations and customer counts in the summer months tend to be

less than in other times of the year. So, if the Commission had adopted the Company's

annualization in its last rate case, then the annualization adjustment would have been

consistent with year end levels. Essentially, Mr. Erdwurm seems to be saying that a

Customer Annualization adjustment based on calendar year end customer levels is more

indicative of the Company's actual experience because of a normal summer decline in the

21 number of customers.

22

23 Q.

24

25

Do you agree with Mr. Erdwurm that an end of calendar year Customer

Annualization adjustment could be a better representation of ongoing customer and

usage levels than a summer month adjustment?

26

A.

A. Yes.
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1 Q- Do you agree with Mr. Erdwurm's implied recommendation of a "cyclical, seasonal"

2 Customer Annualization procedure?

3

4

5

6

7

8

9

10

11

12

No. The cycle time series component is defined as a wave like fluctuation about the trend

with no predictable phase or amplitude, i.e., duration or severity. So attempting to make

an annualization adjustment based on the time series cycle component would not work

precisely because the cycle component is not predictable and thus not regularly recuning.

The seasonal component of a time series, however, is defined as a regularly recurring

fluctuation about the trend with predictable phase and amplitude. So it should be possible

to determine if there is a seasonal component to the time series of customer counts and

usage by customer class and to make adjustments which, in conjunction with the

Commission's customary procedure for making annualization adjustments, would be

representative of the Company's usage patterns.

13

14

15

As Company Witness Erdwurm suggests, it would be possible to identify a

seasOnal/cyclical time series component. However, if one were to attempt that then the

16

17

18

unpredictable nature of the cyclical component would corrupt the predictable seasonal

component so that the resulting value could not be expected to successfully derive a

Customer Annualization adjustment.

19

20 Q- Did you make a pro forma Customer Annualization adjustment?

21

22

23

24

25

26

A.

A. Yes. My Customer Annualization adjustment calculations are presented in Schedules

THF - CO and THF - C4. I followed Mr. Erdwurm's suggestion that end of calendar year

values would be more appropriate than end of test year values for Customer Annualization

purposes. Therefore, I based my calculation on December 2007 customer values. Since

this is the mid-point (end of December 2007) of the test year, I used Mr. Hutchens' growth

factor of 2.5 percent per year and adjusted the mid-year customer count by 1.25 percent.
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1

z

3

4

THF - CO presents a summary of the adjustment and THF .- C4 presents the details of the

calculations. The Excel model used as the basis for THF -.. CO is the Company

annualization model with my end of period and growth adjustments replacing the

Company's assumed values in the model. My calculations result in an adjustment of

$869,221 as compared to the Company's adjustment of negative $302,550 (total of

$516,003).

Weather Normalization

5

6

7

8

9

10

11

Q- Did you propose a Weather Normalization adjustment?

12

13

14

15

16

Yes. My Customer Annualization adjustment resulted in an increase in the number of

customers for the test year. Since the test year was cooler than nonna, these additional

customers could be expected to consume more natural gas than in a normal year.

Schedule THF .-. C5 shows that the Weather Normalization adjustment based on my

Customer Annualization pro Ronna adjustment results in a weather normalization pro

forma adjustment of -$903,890 compared to the Company's weather normalization pro

forma adjustment of -$882,454. The net change that I am proposing is -$21,436.

Rate Case Revenue Annualization

17

18

19

20

21

22

Q- What is Rate Case Revenue Annualization?

23

A.

A. The Rates ordered by the Commission in the Company's last rate case went into effect on

December l, 2007. The previous rates were in effect until December 1, 2007 so the new

rates required annualization to reflect revenue they would have generated had they been in

effect for the entire test year.
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1 Q- Did the Company propose a pro forma adjustment representing Rate Case Revenue

Annualization?2

3 Yes. The Company proposed increasing annualized revenue by $1,448,476

4

5

6

Q. Did you propose a pro forma

Annualization?

adjustment representing Rate Case Revenue

7

8

Yes.

9

10

My Customer Annualization adjustment increased the number of test year

customers, therefore, more customers would have paid the lower rates in effect prior to

December 1, 2007. My proforma adjustment is presented in Schedule THF .- C6 and

increases the proposed Company increase in revenue for this adjustment by $349,038.

11

12

13

Bad Debt Expense

Q. Did you make an adjustment to the Company's proposed bad debt expense?

14 A. Yes. Schedule THF --- C7 presents the calculations for my bad debt adjustment of negative

$186,627 u15

16

17 Q- How is bad debt expense treated?

18 Bad debt is handled in a two part process. Actual losses are reviewed and an estimate of

the expected loss is calculated. An accrual for that expected loss is booked. The actual

losses are booked to those accruals.

19

20

21

22 Q. What has the Company's bad debt expense been over the last few years?

23

24

The actual bad debt expense experienced by the Company is as follows: 2006 - $972,007,

2007 - $668,482, 2008 - $849,695, and test year - $625,168.2

25

A.

A.

A.

A.

z Company response to Staff data request THF 8.12.
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1 Q-

2

What was the CoInpany's Allowance for Doubtful Accounts for the years 2006, 2007,

and test year end June 30, 2008?

3

4

Company Schedule E-l, line 13 shows that Allowance for Doubtful Accounts increased

from $(366,736) in 2006, to $(l,0l0,624) in 2007, to $(l,2l9,587) at test year end June

30, 2008. This is an increase of 322.55 percent over that period.

Q- What do you determine from this increase in Allowance for Doubtful Accounts over

that time period?

5

6

7

8

9 A.

10

The Company is over accruing its Allowance for Doubtful Accounts.

11 Q- What is your recommendation?

12 A.

13

14

15

I recommend that the Company's Uncollectibles rate be reduced from its 0.487 percent to

0.3468 percent until the accrual of bad debts becomes aligned with the Company's bad

debt experience. At this Uncollectibles rate, the Company can expect to reduce its

Allowance for Doubtful Accounts to the current Uncollectibles per Company amount of

$688,379 in three years. That would provide the Company a 100 percent safety balance

and it could then increase its Uncollectibles rate to its actual experience.

16

17

18

19

20

Fleet Fuel Expense

Q, Please explain your Fleet Fuel Expense Adjustment.

21

22

23

24

25

A. The Fleet Fuel Expense Adjustment is presented in Schedule THF - CG. The Company

experienced average price per gallon for fuel of $3.35 during its test year, with total miles

of 2,960,186 and total gallons of 222,973. The Energy Information Administration

projects average fuel cost to be $1.96 for 2009. In light of the significant decline in fuel

cost, I am proposing a fleet fuel expense reduction of $294,599.

26

A.
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1 Postage Expense Adjustment

2 Q. Please explain your Postage Expense Adjustment.

3

4

5

6

7

8

The Post Office announced a two cent increase in first class postage rates after the

Company had filed its application. This increase is known and measurable and should be

included as a test year expense. Schedule THF - CO shows the calculation of the increase

in test year postage expenses of $49,594. The Schedule shows the increase in postage for

the test year customers counted by the Company plus the additional postage for the

additional test year customers that resulted from my Customer Annualization pro Ronna

9 adjustment.

10

11

12

Membership and Industry Association Dues

Please explain your Membership and Industry Association Dues adjustment.Q-

13

14

15

16

In its last rate case the Commission in Decision No. 70011 disallowed 3.511 percent

($l,523) associated with marketing and lobbying activities (pages 32-33). The Company

agreed to this disallowance. I am proposing the same pro forma adjustment of 3.511

percent. This is shown in Schedule THF - CIO.

17

18 Q.

19

Does the Company describe an array of valuable services provided to the Company

via its membership in American Gas Association ("AGA")?

20 Yes. Company Witness Smith describes many benefits he ascribes to AGA membership.

21

22 Q- Should these benefits outweigh the relatively small marketing and lobbying activities

23 cost?

24 No. The Company has not demonstrated that AGA membership is necessary for the

25 provision of service to its customers.

26

A.

A.

A.

A.



Direct Testimony of Thomas H. Fish
Docket No. G-04204A-08-0_71
Page 26

1

2

Legal Expense Adjustment

Q. Are you proposing a pro forma adjustment to legal expenses?

3

4

A. Yes. The Company made a pro forma adjustment of $305,984 and my pro forma

adjustment removes the Company adjustment. This is shown in Schedule THF - C11 .

5

6 Q- What was the basis for the Company's pro forma legal expense adjustment?

7

8

9

10

According to Company Witness Dukes, the test year contained $310,000 in outside legal

costs related to the last UNS Gas rate case filing that disallowed recovery and was written

off within the test year. He says that once that amount is removed the Company only has

$84,000 left and that is not indicative of an ongoing level of legal expenses.

11

12 Q-

13

Do you agree that the Company's procedure was correct for removing the legal

expenses associated with the last rate case?

14 No. The Company accrued legal expenses associated with its last rate case well after the

date of Decision No. 70011. Therefore, this Company adjustment should be removed.15

16

17

18

19

20

Call Center pro forma Adjustment

Q. Please explain the Call Center expense.

21

22

23

24

25

26

A.

A.

A. The total test year call center charge to UNS Gas was $l,399,522, which averages

$116,627 per month. In the last rate case, the Company had increased its monthly call

center costs from $17,636 to $76,227 and requested it be allowed to recover this amount

because the consolidated call center provided a higher level of service to customers. hi

addition, the Company said the Call Center could handle increased call traffic (which had

nearly doubled), expanded service hours, and provided one number service for gas and

electric customers in Mohave and Santa Cruz counties. The Commission allowed the

Company to recover the increased costs in its rates.
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1

2

3

Since the last rate case, the average monthly cost has increased from $76,227 to $116,627

and, rather than doubling, the number of service orders per month has declined from 5,435

in 2006 to 4,646 in 2008. present my call center pro forma adjustment in Schedule THF

4 C12. I am recommending that the Commission disallow the increase of $484,798

5 because the number of service calls has decreased and yet call center costs have increased

6

7

8

by 53% since the last rate case. Unless the Company can show that the increased call

center expense resulted in savings elsewhere, and that customers have benefited by this

increase in cost, the Commission should not permit this increase.

9

10

11 Q-

Interest Synchronization Adjustment

What is interest synchronization?

12

13

14

15

16

The test year income tax expense is affected by application of the weighted cost of debt to

rate base. Since my rate base is different than the Company's the interest amount will also

be different. This results in an adjustment to the amount of interest included in the tax

calculation. Schedule THF - C13 shows my calculations. I have increased income tax by

$54,906 to reflect this impact.

17

18

19 Q.

20

Incentive Compensation and Exec. Comp/Benefits Pro Forma Adjustment

Please explain your proforma adjustments for incentive compensation and Executive

Compensation/Benefits.

21

22

23

24

25

26

A.

A. In its last rate case the Commission disallowed certain incentive compensation and

Supplemental Executive Retirement expenses. For various reasons the Commission

decided to disallow 50 percent of certain incentive program costs and all Supplemental

Executive Retirement Plan costs. The Commission, in its Decision No. 70011 stated

"Implicit in the Company's argument is the concept that 'if we don't recover fully what

we believe are our reasonable costs in our preferred manner, we'll simply shift those costs
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1

2

to another account to disguise the costs and ultimately ensure recovery " (Page 28, Lines

20 - 23)

3

4

5

6

7

8

9

10

The Company may have behaved in just the manner suggested by the Commission. The

total incentive compensation and executive compensation/benefits increased by almost 15

percent between 2007 and 2008, but individual programs seem to have evolved

considerably since the last rate case. I recommend that the Company share the incentive

compensation expenses with the owners of the Company for PEP related incentive

compensation. The PEP pro forma adjustment is shown in Schedule THF - C14 and is

one half of the total PEP costs, or $117,394.

11

12

13

14

Schedule THF - C15 shows the pro forma adjustment for SERP related expenses. I am

recommending that the Commission disallow $310,412 of SERP related expenses in this

proceeding. The Company identified this SERP related expense amount in its lead lag

study.15

16

17

18

19

20

21

Payroll Tax Expense Adjustment

Q. Please explain your payroll tax expense adjustment.

22

A. The Payroll Tax Expense is related to the PEP incentive pay adjustment. Schedule THF .--

C16 show this pro forma adjustment. I estimated payroll tax expense to be 10 percent of

the PEP incentive allowance. This is slightly higher than the social security and Medicare

percentages but lower than total benefits.
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1

2

Rate Case Expense Adjustment

Please explain your Rate Case Expense pro forma Adjustment.Q~

3

4

5

6

This is an adjustment provided by the Company in its response to Data Request 6.88 and

is reproduced as THF ..-. C17. It removes the test year amortization of rate case expense of

$300,000 allowed in Decision No. 70011 for the 2006 rate case that will be recovered

prior to new rates becoming effective. The adjustment results in a reduction of test year

expense of $58,333.7

8

9

10

Income Tax Adjustment

Please explain your income tax adjustment.Q-

11

12

This adjustment is shown on page 4 of Schedule THF - CO. It reflects the income tax

effect of the pro forma changes in income and expense items.

13

14 COST OF SERVICE - RATE DESIGN

Q-15

16

Are you proposing a rate design for the Company to use to recover its revenue

deficiency?

17 Yes.

18

19

20

Q- What is the underlying rationale for the structure and magnitude of the tariffs you

are proposing?

21

22

23

24

25

A.

A.

A.

A. The underlying rationale for the structure and magnitude of the tariffs that I am proposing

is that they should be efficient, equitable, and result in providing the Company the

opportunity to recover its cost of providing service. Rates should be simple and easy to

understand, and minimize revenue fluctuations, they should be efficient in the sense that

wasteful production and consumption practices are discouraged, and they should not be
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1

2

discriminatory. With respect to rate levels and customer charges, while cost-based rates

are an important consideration in rate design, gradualism is also important.

3

4 Q. Would you give a general overview of natural gas rates?

5

6

7

8

Yes. Generally, costs for natural gas service consists of two parts. First is a customer, or

fixed, charge and second, is a volumetric, or usage, charge. With respect to the fixed

charge, movement to cost-based rates (assuming the costs are calculated correctly), should

not be so abrupt as to cause rate shock.

9

10 Q- What is the procedure you used to determine your proposed tariffs?

11 The first step is to determine the Company's revenue requirement. This task was

12

13

14

15

16

accomplished in the previous Sections of my testimony. The revenue requirement is

defined as the Company's cost, including capital cost, of providing service. This cost of

service is then apportioned to various customer groups on the basis of a cost of service

study and rates designed to give the Company the opportunity to recover its cost of

providing service.

17

18 Q-

19

Did you have any special considerations in mind in designing the customer charge

component of rates?

20 Yes. It is important to keep in mind that the Company has incentives to move as much

21

22

23

24

25

26

A.

A.

A.

cost, and therefore revenue recovery, to customer classes with the relatively greatest

inelasticity of demand, Le., residential customers. Demand for residential natural gas

service is seasonal and the demand may fluctuate less than demand by other customer

groups. By moving as much revenue recovery as possible to fixed monthly residential

customers the Company may be passing more of its financial risk on to a customer class

that adds comparatively little to that risk.
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1

2

3

4

It is also important to consider intra-customer class cross-subsidization. In order to

address a possible volumetric subsidization issue by moving revenue recovery from a

volumetric basis to a customer charge basis, it is likely that the previously subsidizing

customers could become subsidized customers. The net gain, then could be zero in that

5 another subsidization problem is created.

6

7 Q- Did the Company prepare a cost of service study in support of its application for rate

8 relief?

9

10

Yes. This was presented in the G Schedules in the Company's filing and was sponsored

by Company Witness Erdwunn.

11

12 Q- Did the Company conduct its cost of service study consistent with previous

13 Commission orders regarding cost of service?

14

15

Yes. According to Mr. Erdwunn the study follows the traditional structure previously

approved in the Company's prior rate cases.

16

17 Q. Did you review the Company's cost study?

18

19

Yes. I conducted a review of the cost study. Based on my review I conclude that the Cost

of Service study conducted for this proceeding is consistent with the Colnpany's previous

20 study.

21

22

23 Q_

Customer Assistance Residential Energy Support ("CARES") Program

What is the CARES Program?

24

25

26

A.

A.

A.

A. The CARES program provides for a discounted Minimum Customer charge of $7.00 per

month throughout the calendar year. In addition, CARES customers receive a $.0l5 per

therm monthly discount on the first 100 terns used during the winter billing months of
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1

2

November through April. To be eligible for the CARES discount, the customer must have

a gas account in their name and have a combined household income at or below 150

3 percent of the federal poverty level.

4

5 Q- Is the Company proposing a change in its CARES residential rate?

6

7

8

9

No. The Company is proposing to leave the CARES residential rate at its current level.

That is $7.00 monthly customer charge and $.l77 per therm for the first 100 terns used

in the winter heating season and 88.327 per therm alter the first 100 terms in the winter

heating season and in the summer.

10

11 Q~ Is the Company proposing a change in the CARES tariff?

12

13

Yes. The Company is proposing to increase its R10 residential rate but not its CARES

R12 residential rate. So the Company is proposing to De-link these two residential rates.

14

15 Q- What is the Warm Spirits Program?

16

17

18

Warn Spirits is a program where customers can help their neighbors by pledging a fixed

amount which is added to their monthly bill or make a random contribution by entering

the contribution amount on their bill payment coupon and include their amount with their

19 monthly payment.

20

21 Q- Is the Company proposing changes in its low-income assistance programs?

22

23

24

25

26

A.

A.

A.

A. Yes. The Company is proposing to hold meetings of interested stad<eho1ders to discuss

modifications to the CARES program. According to Company Witness Erdwurm the

Company is agreeable to changes so long as they are funded by other retail customers and

are billable through the customer information and billing system. With respect to its

Warn Spirits Program the Company is proposing a "round-up" program. Under this
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1

2

program, customers who signed up for the program would see their bills "rounded up" to

the next dollar and the difference between the actual bill amount and the rounded-up

3 amount would be contributed to the Warm Spirits Program.

4

5 Q-

6

Do you agree with the Company's proposals regarding expansion of its low-income

assistance program?

7 Yes.

8

9

10

Rules and Regulations

Is the Company proposing changes to its rules and regulations?Q-

11 Yes. Mr. Smith presents the proposed changes on page 5 of his prepared testimony.

12

13 Q- What are the C0n1pany's proposed changes?

14 The Company is proposing the following changes to its Rules and Regulations :

15 Section ; Add definitions for "Elderly", "Excess Flow Valve", "Service

16 Transfer",

17

"Special Call Out" and "TripCharge". Delete the definitions of "Senior

Citizen" and "Working Hours". Clarify the definition of "Service Reconnection

18 Charge",

19 Section 3

20

21

-.- Clarify the applicability of service establishment, reestablishment and

reconnection charges, as well as the charges for service transfers and multiple

attempts to connect,

22 Section 6

23

24

25

A.

A.

A.

Increase the charge for service line establishments from $16.00 per

foot to $22.50 per foot. For those customers who perform the trenching work, the

charge for service line establishments will increase from $12.00 per foot to $16.50

per foot,
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1 Section 8

2

3

4

- Delete the "Table of Atmospheric Pressure Bases" by geographical

zone descriptions in favor of a more simplified version that shows the atmospheric

pressure bases within specific elevation ranges, and

...- Add the Statement of Additional Charges to the end of the Rules andSection 17

5 Regulations.

6

7 Q- Do you agree with the Company's proposed changes to its Rules and Regulations?

8

9

10

11

12

Yes. The Company's explanation for its proposed changes to Sections 2, 3, and 8 appear

to be reasonable. It's proposed modifications to charge for service line establishments,

Section 6, appears to be based on the incremental cost of service line establishment.

Section 17 is proposed by the Company so that the Statement of Additional Charges can

be found in one place.

13

14 Q. Do you agree with the Colnpany's proposed changes to Section 6?

15

16

17

18

19 by new customers.

20

In general, I agree with the changes. The Company addressed the possible problem of

mis-pricing hook up fees which could result in existing customers subsidizing new

customers. According to the Company, its proposed fees are based on incremental cost

studies and, therefore, should eliminate possible cross subsidization of existing customers

However, the Company raised a valid concern regarding the

possibility of higher hook-up fees placing it in a competitive disadvantage relative to other

21 energy providers such as propane and electricity. I have requested any studies the

22

23

24

25

Company may have that address this issue and propose that the Commission assure itself

that the Company will not be placed in a competitive disadvantage because of the

proposed rates. This could conceivably create an unintentional problem while solving

another problem.

26

A.

A.
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1

2

Statement of Additional Charges

Q. What is the Statement of Additional Charges?

3

4

A. As mentioned above, the Statement of Additional Charges is a consolidation of various

charges into Section 17 of the Company's Rules and Regulations.

5

6 Q. What are the charges that the Company proposes to consolidate into Section 17, the

Statement of Additional Charges?

Company Witness Smith presents the Company's proposed service fees on page 7 of his

testimony. The current and proposed fees are:

7

8

9

10

11

Current Proposed

12

13

14

$15.00

$20.00

$15.00

$15.00

$20.00

$20.00

$20.00

$20.0015

16

$25.00 $35.0017

18

19

20

Trip Fee

Service Transfer:

Collection Fee

Customer Requested Meter Re-Reads

Multiple Attempts to Connect

Service Establishment & Reestablishment

During Working Hours

Reestablishment of Service Due to Non-Pyrnt

During Working Hours

Service Establishment & Reestablishment

$45.00 $35.00

21

22

Outside Nonnal Working Hours

Reestablishment of Service Due to Non-Pymt

$35.00 $50.00

23

24

Outside Working Hours

Customer Requested Meter Test

Insufficient Funds

$50.00

$90.00

$10.0025

26

A.

Interest on Customer Deposits

$55 .00

$65.00

S15 .00

l-yr Treasury rate
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1 Q- Do you agree with the Company's proposed changes in its Statement of Additional

2

3

4

Charges?

Yes. The Company has conducted incremental cost studies ("ICS") for most of these

charges and the proposed rates are in line with the results of the ICS. The Company does

not provide an ICS for insufficient funds charges, but is proposing to reduce that charge.5

6

Changes to T-1 and T-2 Pricing Plans

. Does the Company propose changes to its T-1 and T-2 pricing plans?Q-

7

8

9

10

Yes.

11 Q- What do the T-1 and T-2 pricing plans apply to?

12

13

They apply to certain large customers.

14 Q- What are the changes proposed by the Company for these plans?

15 The Company is proposing that the monthly operating window under which the

Customer's cumulative imbalances must be within plus or minus 5 percent of the month's

total of daily scheduled transportation quantities, plus any Company-approved imbalance

adjustment quantity, or 10,000 terms, whichever is greater be changed to 1,500 terms.

16

17

18

19

20

21

22

Q~ Do you agree with this proposed change?

23

A.

A.

A.

A.

A. Yes. Currently the Company's monthly imbalance cash out threshold under its El Paso

Natural Gas tariff is only 20,000 terms. Permitting each transportation customer to affect

up to one half its permitted limit places the Company at an unnecessary risk level.
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1

2

Changes to Residential R10 Customer Charges

What rate design changes does the Company propose for residential R10 customers?Q.

3

4

The Company is proposing a phase-in over three years of an increase in customer charges

with a corresponding reduction in distribution margin. These proposed rates are:

5

6 Year 1:

7

8 Year 2:

9

10 Year 3 :

11

Customer charge: $10.00

Distribution Margin: $03920

Customer charge: $12.00

Distribution Margin: $03479

Customer charge: $14.00

Distribution Margin: $03039

12

13 Q- What is the Company's justification for this proposal?

14

15

16

17

According to the Company, it is not recovering enough of its customer related costs in its

customer charge. The Company asserts that its revenues are seasonal and that a

volumetric-heavy rate structure contributes to its revenue instability. It claims that if it

were permitted to increase its customer charge then its revenue instability would be

reduced.18

19

20 Q.

21

Does the Company offer any other reasons in support of its proposed residential

customer charge multi-year phase in?

22

23

Yes. The Company states that because of the nature of its service tem'tory under its

current rate structure customers in cooler areas have higher usage than customers in

24 warmer areas and, as a result, subsidize customers in wanner areas. The Company

25 suggests that adoption of its proposal would eliminate this subsidization.

26

A.

A.

A.
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1 Q-

2

Do you agree with the Company's proposed multi-year phase in of increased

customer charges?

3

4

5

6

No. The Company's proposal violates a basic rule of rate design, that is, that rates should

be simple and easy to understand. The Company's proposal provides its R10 residential

customers with a confusing and moving target. I recommend that the Commission not

approve this type of rate design change because of the adverse impact on customers.

7

8 Q- Do you agree that the Company's proposed residential rate implementation plan

would eliminate intra-customer class subsidies?9

10

11

12

If it eliminated the subsidy identified by the Company, then it might create another

subsidy. That would be a possible subsidization of its northern customers by its southern

customers as a result of the increase in customer charge to southern customers relative to

13

14

15

16

17

total cost of service. In my opinion, the fact that some customers in a customer class may

use more or less natural gas than other customers does not form the basis for a radical

change in rates and rate structure. The concept of gradualism is important and the

Company appears to have been successful in increasing the customer charge, although not

by as much or as rapidly as it might have wished.

18

19 Customer Class Risk.

20 Q- Dr. Fish, did you conduct a study to identify the risk associated with the Company's

21 various customer classes?

22 Yes.

23

24 Q. What is a customer class risk study?

25

26

A.

A.

A.

A. A customer class risk study is a study that identifies and quantities the risk associated with

customer classes. The Company claims that it requires a significant increase in R10
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1 customer-related costs,

2

3

customer charges in order to align its customer charge with

because of possible subsidization of southern residential customers by northern residential

customers, and because of the extreme fluctuations in revenue over the course of a year.

4

5 Q. What is customer class risk?

6

7

8

9

10

Unanticipated changes in consumption represent risk. The Company's sales can be

expected to vary over time to some extent due to long-term growth and to seasonal and

cyclical variation. To the extent that these changes in sales are regular, recurring, and

predictable they do not represent risk. Unanticipated changes in consumption can be

identified with the use of time series analysis and a measure of risk is the Coefficient of

Variation. The Coefficient of Variation is the ratio of the standard deviation of a series of11

12 observations to its arithmetic mean, i.e., CV = s.d./mean.

13

14 Q- What did your customer class risk study indicate?

15

16

17

18

19

20

The results of the study are presented in Schedule THF - RDI. The Company provided

monthly data for residential, commercial, industrial, public authority and total Company

for at least five years. I conducted a time series analysis (TSCI) on the decatherm sales

for these classes and total. In order to isolate the risk component of the series I removed

the trend and seasonal components, leaving the cyclical and irregular components. The

cyclical and irregular components represent risk and the Column headed Time Series,

21 TSCI, TSCI/TS shows the coefficient of variation for each of the classes and total. As one

22

23

24

25

26

A.

A.

would expect residential, commercial and public authority customer classes had a much

lower coefficient of variation than did the industrial customer class. This is conlinned by

the experience of the Company with an industrial customer that used a large quantity of

natural gas during the test year then experienced a significant reduction in usage after the

test year ended. The second column headed Raw Data, shows the coefficient of variation
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1

2

for the same classes using only the raw data. Again, as one would expect, the results are

not so clear because known and measurable changes are not removed from the series.

3

4 Q- What do the results of your study indicate?

5

6

7

8

9

10

They suggest that while the Company is experiencing fluctuations in revenue over the

course of a year, those fluctuations, outside of the industrial customer class, do not reflect

a high level of risk. Since the proportion of industrial sales to total system sales is quite

small, the negative impact of the industrial class on the Company is low. However, the

Company does experience revenue fluctuations and although the fluctuations are highly

predictable, should continue to take action to minimize possible adverse effects of these

fluctuations.11

12

13

14

Rate Design

Did you identify the Company's revenue shortfall?Q-

15 Yes. I determined that the Company had an Operating Income Deficiency of $2,077,601

and a Gross Revenue Requirement of $3,395,423 .16

17

18

19

20

Q- Did you prepare Schedules showing your proposed rate design?

21

22

23

24

25

Yes. I prepared Schedules THF - RD2 through THF - RD6 to present my rate design.

Schedule THF .... RD2 provides a summary of revenues by customer class adjusted present

rates and proposed rates and Schedule THF - RD3 provides a summary of revenues by

rate schedules adjusted present rates and proposed rates. Schedule THF - RD4 is a

summary schedule showing current rates, proposed rates and change by class of service.

Schedule THF -- RD5 shows proof of revenues and Schedule THF - RD6 provides a

typical bill comparison by major customer class.

26

A.

A.

A.
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1 Q- On Schedule THF - RD2 what is your proposed revenue increase for industrial

2 customers 1-30 and I-32?

3 The revenue increase in Schedule THF - RD2 is 49.74 percent.

4

5 Q- Is that the rate increase you are proposing for industrial customers 1-30 and I-32?

6 No. On Schedule THF - RD5 I am proposing the following rate increase for industrial

7 customers :

8 Customer Charge Distribution Margin

9 Small Industrial 1-30 14.8% 8.5%

10 Large Industrial 1-32 21%

11

12

13

14

The aggregate proposed rate increase, shown in THF-RD6 is approximately 9 percent for

both customer classes. The higher  revenue increase results from the removal of an

industrial customer's revenue from test year operations.

15

16 Q-

17

Will your proposed rate increase for 1-30 and 1-32 customers prevent the Company

from having the opportunity to recover its cost of providing service?

18

19

No. My proposed revenue increase for 1-30 and 1-32 customers is approximately 9.2

percent higher than the Company's current proposed revenue for those customer classes.

20

21 Q- Does that conclude your testimony?

22

A.

A.

A.

A. Yes.
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Attachment THF - I

Curriculum Vita
Thomas H. Fish. PhD
T6sh@ariadaireconomics.com

ADDRESS/PHONE

1020 Fredericksburg Rd.
Excelsior Springs, MO 64024
(816) 630-0628
email: tfish@ariadaireconomics.c0m

EDUCATION

University of Arkansas Ph.D., 1972, Major:
Marketing/Management, Finance, and Quantitative Methods.

Economics. Minors:

Central Missouri State University, 1970, Warrensburg: MA, Economics

University of Missouri - Kansas City, 1969, Kansas City BA, Economics

EXPERIENCE

Administrative proceedings - participated in over 80 proceedings involving economics,
statistics, accounting, finance, market structure and industrial organization issues in
telecommunications, electric, and oil and natural gas distribution industries.

Managerial experience - Over 20 years experience in managing private businesses.
Experience in personnel, economics, market research, finance, accounting, and operations
management. Managed technical departments in several firms and was group manager in many
major projects.

Judicial proceedings _ participated in over 70 proceedings involving antitrust, contract
damages, insurance defense, economic loss, market structure and performance, and other related
economics/statistics/finance issues.

Other engagements - participated in over 75 private industry and governmental
engagements involving economics, market structure, statistics, finance, and operational issues.

Teaching Experience -Through July, 2003 Professor of Business and Economics at
William Jewell College. Duties included teaching classes in Economics, Finance, Quantitative
Methods, and Management.

Taught classes at Webster University, Avila College, and Longview Metropolitan
College on an adjunct basis between 1984 and 1997. Taught graduate and undergraduate classes



in the areas of Management, Marketing, Financial Accounting, Finance, Statistics, Quantitative
Methods, and Economics.

Experience

1981-1986 Regulatory Consulting and Expert Witness Services. Ariadair Economics Group.
Concentration on Regulatory Consulting and Expert Witness Services for
Regulatory Commissions and Consumer Advocates.

1986-1987 Directory, Economics Department, LMSL Consultants, Overland Park, Kansas.
Concentration on Regulatory Consulting and Expert Witness Services for
Regulatory Commissions and Consoler Advocates.

1987-Present Judicial and Administrative litigation consultant and expert witness. Ariadair
Economics Group. Regulatory consulting and the regulatory experience led to a
large number of utility antitrust and related litigation engagements in addition to
regulatory Commission and Consumer Advocate regulatory engagements. During
the period 1981 -2000 taught on an adjunct basis at local colleges including Avila
University and Webster University. During the period 1981-1999 had Consumer
Advocate clients in Arizona, Nevada, Illinois, Ohio, Pennsylvania and Maine.
Also during this period had Commission clients in Nebraska, Oklahoma,
Tennessee, Pennsylvania, Missouri, and South Dakota,

2001-2006 Full Professor of Business and Economics at William Jewell College, Liberty,
Mo. During this period also had several judicial litigation engagements involving
asset valuation and economic loss..

PUBLICATIONS

"An Analysis of Valuation of Community Bank Stocks.
April, 1983.

ll Q_ua_'terly Community Bank Journal,

"An Analysis of Trends in Prices of Community Bank Control Sales.
Bank Journal, July, 1983.

ll Quarterly Community

"An Analysis of Publicly Traded Multi-Bank Holding Company Market Performance After
Acquisition of Community Banks." Quarterly Community Bank Journal, October, 1983.

"Derivation of a Valuation Index for Community Back Control Sales.
Bank Journal, January, 1984.

ll Quarterlv Community

RESEARCH

Professional Presentation

"An Econometric Model of Missouri." Presented at the Missouri Valley Economic Association,
1974.

2



Consulting Research

Economic Impact of Various Utility Rate Structures on State and Regional Economies.

Demographic Analysis of Economic Regions.

Determination of Market Characteristics and Parameters for Jet Aircraft Manufacturing Finns.

Determination of Optimal Refinancing and Capital Structuring and Corresponding Cost of
Capital and Return for Acquisitions and Mergers.

An Econometric Analysis of NECPA Pricing Policies.

An Econometric Analysis of the Effect of the Proposed 15% Severance Tax (Senate Bill #892)
on the Economy of the State of Kansas.

Curtailment of Demand Econometric Model for Cincinnati Bell Telephone Company's Service
Area.

Development of Control Procedures for Large Construction Projects.

Development of Automatic Bill of Materials Systems of Manufacturing Processes.

Development of Planning and Forecasting Models.

Utilization of Economic Analysis in Business Decision-Making Situations (Seminar).

A Long-Term Forecast of Relative Costs of Alternative Energy Sources.

Analysis of the Validity of Sampling Procedures for Determination of the Growth Component of
the DCF Model.

Analysis of the Relative Risk of Customer Classes of Electric Companies.

Development of EDP Models for Determining Optimal Price, Financing Strategy, and Expected
Return for Corporate Acquisitions and Mergers.

Analysis of Asset Valuation in Bankruptcy Cases.

Preparation of Bank Charter Applications and Supporting Economic/Demographic Analyses.

COLLEGES COURSE TAUGHT

Management

Bank Management
Financial Management
Global Issues in Business

3



Human Resource Management
lntemational Business Management
Introduction to Business
Introduction to Management
Marketing Research
Organization and Management
Organizational Behavior
Small Business Management
Strategic Management
Telecommunications Management

Finance

Financial Management
Intermediate Finance
International Finance
Portfolio Selection
Principles of Finance
Readings in Finance
Seminar in Finance I
Seminar in Finance II

Quantitative Methods

Business Math
Econometrics I
Econometrics II
Quantitative Analysis I
Quantitative Analysis II
Statistics I
Statistics II

Computer Information Svstems/infOrmation Technology

Computer Applications in Business
IT Systems Analysis and Design
Systems Analysis and Design I
Systems Analysis and Design ll

Economics

Advanced Microeconomics
Business Cycles and Forecasting
Current Issues in Economics
Econometrics I
Econometrics II
Fiscal Policy
Industrial Organization

4



Intermediate Macroeconomics
Intermediate Microeconomics
International Economics
Macroeconomics
Managerial Economics
Microeconomics
Money and Banking
Principles of Econ I
Principles of Econ II
Readings in Economics

Financial Accounting

Cost Accounting
Federal Income Tax
Financial Accounting I
Financial Accounting II
Intermediate Financial Accounting
Managerial Accounting

5
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UNS Gas, Inc.
Docket No. G-04204A-08-0571
Gross Revenue Conversion Factor
Test Yeat Ended June 30, 2008

Schedule THF~ AS
Page 1 of 1

LINE
no. DESCRIPTION REFERENCE

1 Revenues

(A)
PERCENTAGE

100.00%

2 Less Uncollectibles Company Schedule C-3, Line 2 0.3468%

3 Subtotal Line 1 - Line 2 99.6532%

4 Line 3 X 38598%Less State Income Tax (6.968%) and
Federal Income Tax (31.63%) 38.4641%

5 Change in Net Operating Income Line 3 - Line 4 61.1891%

6 Gross Revenue Conversion Factor Line 1 / Line 5 1.6343
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435

Schedule THF- B4
Page 1 of 1

UNS Gas, Inc.
Docket No. G-04204A_08-0571
Comparative RCND Studies
Test Yeat Ended June 30, 2008

A C D E F G

LINE
NO. YEAR

HW INDEX
FERC 276

STEEL
MAINS
'05 RCN

B
BASE 435
TREND
VALUE

FERC 277
STEEL
MAINS
'05 RCN

BASE 435

TREND
VALUE

FERC 278
STEEL
MAINS
'05RCN

BASE 556

ACTUAL HW INDEX
TREND FERC 278

TO STEEL
RCN SW MAINS
TREND '08 RCN

TREND
VALUE

FERC 279
STEEL
MAINS
'08 RCN

CORRECT
08 TRND

TP 'O5
TREND

'I
2
3
4
5
6
7
8
9
10
11

1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008

308
336
354
360
367
372
435

141234%
129.464%
122.881%
120.833%
118.529%
116.935%
100.000%
100.000%

180.519%
165.476%
157.062%
154.444%
151 .45-39%
149.462%
127.816%
100.000%

127.816%
127.816%
127.816%
127.8160/,
127.816%
127.816%
127.816%
100.000%

308
336
354
360
367
372
435
556
599
560
565

183.442%
168.155%
159.605%
156.Q44%
153.951%
151.882%
129.885%
101 .619%
94.324%

100.893%
100.000%

101.619%
101.619%
101.519%
101.619%
101.619%
101.619%
101.619%
101.619%

References:
A: From TY '05 Company RCN Study
B: 435 divided by column A value
C: 556 divided by column A value
D: Column C divided by Column B
E: From TY 06/30/08 RCN Study
F: 565 divided by Column E
G: Column F divided by Column D



UNS Gas, Inc.
Docket No. G-04204A-08-0571
Post Test Year Non-Revenue Plant
Test Yeat Ended June 30, 2008

Schedule THF- B5
Page 1 of 1

LINE
no. DESCRIPTION AMOUNT REFERENCE

1 Remove Post Test Year Non-Revenue Plant $ (1,527,588) AB B

Reference
A: UNS Gas Filing, Schedule B-2
B: Testimony of Staff Witness Thomas Fish, PhD



UNS Gas, Inc.
Docke'£ No. G-04204A-08-0571
Customer Advances Adjustment
Test Yeat Ended June 30, 2008

Schedule THF- B6
Page 1

LINE
no. DESCRIPTION AMOUNT REFERENCE

1 Remove Post Test Year Customer Advances Adjustment $ (589,152) As. B

Reference
A: UNS Gas Filing, Schedule B-2
B: Testimony of Staff Witness Thomas Fish



Schedule THF - BE
Page [Page]

UNS Gas, Inc
Docket No. G-04204A-08-0571
Working Capital Adjustment
Test Year Ended June 30, 2009

Discription net changeline
ng.

1
2
3

cash working capital per UNS
cash working capital per staff
net adjustment requirement

1588
-1626428
-1624840 -1624840

lead/lag

4
5
6

Materials and supplies per UNS
Materials and supplies per staff
net adjustment required

2010788
2010788

0

ached. THF-B8

0

7
8
g

Prepayments per UNS
Prepayments per staff
net adjustment required

352564
352564

0

ached. THF-B8

0

10 Total Working Capital Adjustment -1624840



UNS Gas
Docket No. G-04024A»08-0571
Purchased Gas Lag
Test Year Ending June 30, 2009

Schedule THF - 88
page 1

Service
Month

Service Period
Begin End

Amount
Paid

Payment
Date

Dollar
Dave

BP Energy Companv

July -
August .
September -
October -
November -
December .
December .
January --
January
February
March -
April .
May -
June .

7/1/2007
8/1/2007
9/1/2007

10/1/2007
11/1/2007
12/1/2007
1/1/2008

1/18/2008
2/1/2008

2/16/2008

3/1 /2008
4/1/2008
5/1/2008
6/1/2008

7/31/2007
8/31/2007
9/30/2007

10/31/2007
11/30/2007
12/31/2007

1/15/2008
1/31/2008
2/15/2008
2/29/2008
3/31/2008
4/30/2008
5/31/2008
6/30/2008

2,892,390
2,811 ,862
2,693,503
5,507,132
7,297,535

16,000,000
10,000,000

9,000,000
9,000,000
9,373,701

12,389,177
7,801 ,472
7,264,481
7,826,991

109,858,344

8/20/2007
9/20/2007

10/22/2007
11/20/2007
12/20/2007

1/7/2008
1/22/2008
2/5/2008

2/20/2008
3/19/2008
4/22/2008
5/22/2008
6/20/2008
7/21/2008

35.00
35.00
36.50
35.00
34.50
35.00 b
35.00 b
35.00 b
35.00 b
35.00 b
37.00
36.50
35.00
35.50

101,233,667
98,415,166
98,316,498

192,749,607
251 ,764,943
560,000,000
350,000,000
315,000,000
315,000,000
328,079,540
458,399,562
284,753,743
254,256,849
277,858,157

3,885,827,742

EI Paso Natural Gas Co
July . 7/1/2007
August - 8/1/2007
September - 9/1/2007
October - 10/1/2007
November - 11/1/2007
December - 12/1 /2007
January - 1/1/2008
February - 2/1/2008
March . 3/1/2008
April - 4/1/2008
May - 5/1/2008
June - 6/1/2008

7/31 /2007
8/31 /2007
9/30/2007

10/31 /2007
11/30/2007
12/31/2007
1/31/2008
2/28/2008
3/31 /2008
4130/2008
5/31 /2008
6/30/2008

379,421
377,627
388,581
438,071
976,464

1 ,273,618
1267,429
1 ,239,857
1 ,190,404

568,207
338,302
352,906

8,790,888

8/24/2007
9/25/2007

10/25/2007
11/25/2007
12/21/2007
1/25/2008
2/25/2008
3/24/2008
4/22/2008
5/27/2008
6/23/2008
7/25/2008

39.00
40.00
39.50
40.00
3550
40.00
40.00
39.50
37.00
41 .50
38.00
39.50

14,797,438
15,105,098
15,348,942
17,522,849
34,564,462
50,944,716
50,597,160
48,974,365
44,044,947
23,580,588
12,855,459
13,939,806

342,475,831

Transwestern Pipeline Co
July - 7/1/2007
August - 8/1/2007
September - 9/1/2007
October - 10/1/2007
November - 11/1/2007
December - 12/1/2007
January - 1/1/2008
February - 2/1/2008
March . 3/1/2008
April - 411/2008
May - 5/1/2008
June - 6/1/2008

7/31 /2007
8/31/2007
9/30/2007

10/31 /2007
11/30/2007
12/31 /2007

1/31 /2008
2/28/2008
3/31/2008
4/30/2008
5/31/2008
6/30/2008

104,768
104,727
101,557
260,164
252,179
263,779
264,531
246,162
302,830
331,575
241,645
182,318

2,656,238

8/13/2007
9/14/2007

10/12/2007
11/9/2007

12/13/2007
1/14/2008
2/11/2008
3/13/2008
4111/2008
5/12/2008
6/12/2008
7/11 /2008

28.00
29.00
26.50
24.00
27.50
29.00
26.00
28,50
26.00
26.50
27.00
25.50

2,933,518
3,037,089
2,691 ,256
6,243,936
5,934,912
7,649,581
6,877,800
7,015,611
7,873,585
8,786,729
6,524,454
4,649,105

71 ,217,578

121 ,305,468 4,299,521,150

Average Lag Days 35.44

(a) Measured from midpoint of service month to payment date.

(b) unusual payment terms
December - 12/1/2007
December - 1/1/2008
January - 1/16/2008
January - 2/1/2008
February - 2/16/2008

12/31/2007
1/15/2008
1/31/2008
2/15/2008
2/29/2008

16,000,000
10,000,000

9,000,000
9,000,000
9,373,701

53,373,701

1/7/2008
1/22/2008

2/5/2008
2/20/2008
3/19/2008

22.00 a
14.00 a
1 2 5 0  a
12.00 a
25.50 a

352,000,000
140,000,000
112,500,000
108,000,000
239,029,379
951 ,529,379

Average days for Dec. Jan. & Feb. for BP

Source: Company Lead-Lag study work papers
17.83

Lag
Days (al



UNS Gas. Inc
Docket No. G-04204A-08-0571
ADIT Adjustment
Test Year Ended June 30, 2009

Schedule THF - BE
Page [Page]

Income Taxes: Deferred
staff
adj ustm ants

Permanent Differences:
Meals& Entertainment $

Al. lA s

Normalized Timing Differences:
263A Costs
CARES Reg Asset
Depr/Amort. - Book
Dear/Amort. - Tax
Dividend Equivalents
Pension
Repairs Capitalized
Restricted Stock
Restricted Stock - Directors
SERP
Stock Options
Vacation Accrual
Total Normalized Timing Differences

c A  S
1.2B $
1.zc $
H1A $
VIA $
JIA s
K I A  $
L I B  s

M I A  $
L I A  $
N I A  s

$ (101,021)

s

(360,0 IN)
I 64, I97

7,731 ,569
(l4,574,215)

23,687
3,793

(816,406)
19,372
73,816

10 I ,021
149,525
49,544

(7,434, 1 10) # S (101,021)

Total Schedule M Items s (7,434, I I0)  # $ (IOI,02l)

Tax Credits:
Arizona Enterprise Zone Credit (3 yr. avg.)

Tax Rate
Deferred Tax Expense

38.6%
2,869,418

38.6%
38,994

M Items
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Schedule THF- C3
Page 1

UNS Gas, Inc.
Docket No. G-04204A-08_0571
Adjustment to Annualize Retail Customer Sales
Test Yeat Ended June 30, 2008

LINE
NO. DESCRIPTION AMOUNT REFERENCE

1
2
3

UNS Gas Adjustment to Annualize Retail Revenue
Staff Adjustment to Annualize Retail Revenue
Net Staff Adjustment to Annualize Gas Retail Revenue

$
$
$

(302,550)
869,221

1,171,771

A
B

Line 2- Line 1

References:
A: UNS Gas Filing, Schedule C-2
B: Staff workpapers, C-2, Schedule THF - 2.1a
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Schedule THF CO
Page t

UNS Gas, Inc.
Docket No. G-04204A-08-0571
Rate Case Revenue Adjustment
Test Yeat Ended June 30, 2008

(A) (B) (C) (D) (E)

AVERAGE
THERMS

LINE PER
no. DESCRIPTION CUSTOMER

PRICE
CHANGE PER

THERM
DEC. 1 2006

CUSTOMER
CHARGE
CHANGE

DEC. 1 2006

STAFF
CHANGE IN
NUMBER
OF CUSTS

REVENUE
CHANGE

PER CUST
CLASS

R10 570
R12 499
C20 2,647
C22 218,533
130 33,371
132 1.137,376

PA40 5,504
PA42 637,510
IR60 14,467

AL (REVENUE ADJUSTMENT)

t
2
3
4
5
6
7
8
9

0.026600
0.026490
0.021800
0.016700
0.023400
0.008800
0.023300
0.011400
0.031600

$1.50
$0.00
$2.50

$15.00
$2.50

$'r5.00
$2.50

$15.00
$2.50

15,133 $252,146.05
-1360 $ (17,977,17)
1588 $ 95,604.90

20 $ 73,290.02
-15 $ (11,750.72)
-5 $ (50.11954)
60 $ 7_844.59
0  $ ..
0  $ -

$ 349,038

Sources:
Column A, B, and C: UNS Gas Proposed Customer Retail Sales Adjustment Workpapers
Column D: UNS Gas Proposed Customer Adjustment Workpapers 8. Staff modifications

to that spreadsheet.
Column E: Column A X Column B x Column D plus Column C x Column D.



Schedule THF - C7
Page 1

UNS Gas, Inc.
Docket No. G-04204A-08-0_71
Bad Debt Expense
Test Year Ended June 30, 2008

LINE
NO. DESCRIPTION AMOUNT REFERENCE

1 Staff TY Adjusted Revenue 35 54,200,000 Schedule THF - A-1

2 TY Gas Revenues $ 90,472,202 Company Schedule C-2

Line 1+ Line 2$ 144,672,2023 Total TY Adjusted Revenues

4 Uncollectible Rate 0.3468% Staff Adjustment(A)

Line 3 * Line 4$ 501,752.135 Uncollectibles Expense

6 Uncollectibles per Company $ 688,379.00 Company W/P(B)

Line 5 - Line 6
7 Adjustment $ (186,627)

A See Company Schedule E-1 Line 13. The Company's accrued allowance for Doubtful
Accounts increased from $(366,736) at December 31, to $(1 ,219,587) on June 30, 2008.
In order to reduce this accelerating increase in accrued bad debt, the uncollectibles
rate is being reduced from .487% to 8468% so that the over accrual.
will be eliminated in three years leaving a 100% reserve at the end of three years,
B: Company bad debt pro forma adjustment detail spreadsheet.



Schedule THF - CG
Page 1

UNS Gas, Inc.
Docket No. G-04204A-08-0571
Fuel Expense Adjustment
Test Year Ended June 30, 2008

LINE
NO. DESCRIPTION AMOUNT REFERENCE

1 Total Miles 2,960,186 Data Request Resp THF 8.10

2 Average Price/Gallon

3 Total Gallons

$ 3.35 Data Request Resp THF 8.10

4 Total Cost s

$ 1.965 Average Price/Gallon '09

6 Total Cost@'09 price $

222,973 Data Request Resp THF 8,10

745,346 Data Request Resp THF 8.10

Energy Information Admin

Line 5 * Line 3450,747

7 Adjustment $ (294,599) Line 6 - Line 4



Schedule THF - CO
Page 1

UNS Gas, Inc.
Docket No. G-04204A-08-0571
Postage Expense Adjustment
Test Year Ended June 30, 2008

LINE
NO, DESCRIPTION AMOUNT REFERENCE

1 Number of Customer Bills 1,739,076 Co. Soheduie H~2

2 Increase in Postage Rates '09 $0.02

3 09 increase in postage rates/Company cost $ 34,782 Line 1 * Line 2

4 Staff Customer Annualization 34.440 Staff Schedule THF - C.1a

5 Staff Customer Annualization Postage $ 15,154 Line 4 * .44

6 Postage Expense Adjustment $ 49,594 Line 3 * Line 5



UNS Gas, inc,
Docket No. G-04204A-08-0_71
AGA Dues Ad}ustment
Test Year Ended June 30, 2008

Schedule THF- C10
Page 1

LINE
NO. DESCRIPTION

TEST YEAR
06 AMOUNT

TEST YEAR
06/30/08 AMOUNT REFERENCE

1 AGA Dues $ 43,377 $ 45,964 A

2 Percentage Disallowance 3.511% 3.511% B

3 Disallowance $ 1,523 $ 1,614 C

4 Adjustment $ (1,614)

Source:
A; Company Filings
B: Disallowance percentage Decision 70011
CI Line 1 * Line 2



UNS Gas, Inc,
Docket No. G-04204A-08-057
Legal Expenses Adjustment
Test Year Ended June 30, 2008

Schedule THF - C11
Page t

LINE
no. DESCRIPTION AMOUNT REFERENCE

$1 Company pro forma Adjustment

2 Adjustment $

305,984 Company Schedule C.2 p. 4 of 4

(305,984)



UNS Gas, Inc.
Docket No. G-04204A-08-0571
Call Center Expense Adjustment
Test Year Ended June 30, 2008

Schedule THF - C12
Page 1

LINE
\lUMBEr DESCRIPTION AMOUNT REFERENCE

1 Average Monthly Aliooation 2005 $ 76,227 A

2 Total Call Center Allocation 2005 $ 914,724 Line 1 * 12

3 Total Ca!! Center Allocation - Test Year $ 1,399,522 DR Response THF 8.4

Line 2 - Line 34 Adjustment $ (484,798)

Sourced
A: UNS Decision 70011



UNS Gas, inc.
Docket NO. G-04204A-08-0571
interest Synchronization
Test Year Ended June 30, 2008

Schedule THF .. its
Page 1

Test Year Ended June 30, 2008 Amount Reference

A.
B.
C.
D.
E.
F.
G.

Adjusted Rate Base
Weighted cost of Debt
Synchronized Interest Deduction
Synchronized Interest Deduction per UNS Gas
Difference increased interest deduction
Combined Federal and State Income Tax Rates
Increase to income Tax Expense

$178.576,365
3.24%

$5,785,874
$5,924,526

$138,652
39.60%
$54,906

1
2

A x B
3

C - D
4

E x F

Sources
1. Schedule B-1, Page 1 of 1, Line 18
2, Schedule D-1, Page 1 of 2, Line 2
3. Schedule B-5, Page 3 of 3, Line 18
4. Schedule G-4, Page 26 of 30, Line 25+29



UNS Gas, Inc.
Docket No. G-04204A-08-0_71
Intercompany Incentive Compensation Adjustment PEP
Test Year Ended June 30, 2008

Schedule THF- C14
Page 1

A B C
STAFF

ADJUSTED
AMOUNT

LINE
n o . DESCRIPTION

COMPANY
AMOUNT

DISALLOWANCE
PERCENTAGE

1 Incentive Comp TY end June '08 $ 125,492 50.00% $ 62,746

2 Executive Comp and Bene TY 6/08 $ 109,295 50.00% $ 54,648

3 Total $ 234,787 50.00% s (117,394)

Source:

A: Data Request response THF 8.4
B: From Decision 70011
C: Column A * Column B



UNS Gas, Inc.
Docket No. G-04204A-08-0571
Intercompany Incentive Compensation Adjustment SERP
Test Year Ended June 30, 2008

Schedule THF- C15
Page 1

LINE
NO. DESCRIPTION AMOUNT REFERENCE

1 SERP Amount $ 310,278

2 SERP Adjustment $ (310,412.00)

From Company Workpapers

Decision 70011



UNS Gas, inc.
Docket No. G-04204A-08-0571
Payroll tax expense, PEP incentive
Test Year Ended June 30, 2008

Schedule THF .. C16
Page 1

LINE
NO. DESCRIPTION AMOUNT REFERENCE

1 PEP Incentive Disallowance $ 117,393 Schedule THF _ C.12

$ 11,739 10%2 Payroll tax expense PEP

3 Adjustment $ 11,739



ADJUSTMENT NAME: Rate Case Expense

ADJUSTMENT TO: Income Statement

DATE SUBMITTED: April 8, 2009

PREPARED BY: Janet Zaidenberg-Schrum

CHECKED BY: Mina Briggs

REVIEWED BY: Dallas Dukes

FERC

ACCT FERC ACCOUNT DESCRIPTION DEBIT CREDIT

928 Regulatory Expense (A) $33,333

928 Regulatory Expense (B) $166,667

407 Amortization of Regulatory Assets - Rate Case Expense $58,333

$200,000 $58,333

Addition to Original Pro Forma to correct test year expense

C) To remove test year amortization of rate case expense for $200,000 of the $300,000 allowed in ACC Decision No. 70011

for the 2006 rate case that will be recovered prior lo new,rates becoming effective.

ans Gas, inc.
Docket No. G-04204A-08-0571
Rate Case Expense Adjustment
Test Year Ended June 30, ZO08

Schedule THF - C17
Page 1

CORRECTED PRO FORMA ADJUSTMENT FOR STAFF DATA REQUEST TF 6.68

ENTRY TOTAL

NET ENTRY $141,667

Reason for Adjustment

A) To include rate case expense approved in ACC Decision No. 70011 for the 2006 rate case.

B) To include an estimate of outside expenditures for the rate case expense amortization for $500,000

total expense amortized over 3 years @ $166,667 per year.

Note; Pro forma adjustments related to the write-off 2006 rate case expense not included in the $300,000

allowed in Acc Decision No. 70011 are included in the pro forma adjustment for Miscellaneous Expenses.



Schedule THF- RD1
Page 1 of t

UNS Gas, inc
Docket No. G-04204A-08-0571
Customer Class Risk Analysis
Test Yeat Ended June 30, 2009

Coefficient of Variation
Decatherms

LINE
no DESCRIPTION

Time Series, TSCI
TSCVTS

Raw
Data

1 Residential Service 14614 74.847

2 Commercial Gas Service 13.317 49.772

3 industrial Gas Service 36.713

4 public Authority Gas Service 14.686

43.804

78 205

5 Total Company 13497 65.988

References.
Coefficient of Variation : Standard Deviation/Mean

l

1
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Schedule THF- RD4
Page 1 of 1

UNS Gas. Inc.
Docket No. G-04204A-08-0571
Summary of Staff Recommended Rate Design
Test Year Ended June 30, 2009

LINE
no. CLASS OF SERVICE

Current
Rates

Proposed
Rates Change

$85000
$0.3270

$95000
$03383

$1 .0000
$0.0113

$13.5000
$02638

$15.5000
$02746

$2.0000
$00108

$100.0000
$0.1718

$105.0000
$0.1825

$50000
$00107

$135000
$02356

515.5000
$02556

$2.0000
$00200

$100.0000
$0.0952

$105.0000
$0.1 152

$5.0000
$0.0200

$13.5000
$02593

$15.5000
$02789

$2.0000
$0.0196

Residential Service R(10)
Customer Charge
Distribution Margin Therms
Small Commercial Service (C20)
Customer Charge
Distribution Margin Therms
Large Commercial Service (C22)
Customer Charge .
Distribution Margin Therms
Small Volume Industrial Service (I-30)
Customer Charge
Distribution Margin Therms
Large Volume Industrial Service (l-32)
Customer Charge
Distribution Margin Therms
Small Vol runePA ((PA-40)
Customer Charge
Distribution Margin Therms
Large VolumePA (PA-42)
Customer Charge
Distribution Margin Therms

$100.0000
$0.1198

$105.0000
$0.1300

$5.0000
$0.0102

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29

$237200
$395300
$54.8600
$71 .1800

$23.0100
$407200
$58.1000
$76. 1400

-$0.7100
$1 .1900
$32400
$4.9600

Special Gas Light Service (PA-44)
Single Office
Double Office
Triple Office
Quadruple Office
Irrigation Service (IR-60)
Customer Charge
Distribution Margin Therms

$135000
$03192

$15.5000
$0.3386

$20000
50.0194
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UNS Gas, Inc.

Docket No. G-04024A-G8-0571

Typical Bi!! Comparison

Test Year Ended June 30,2008

Schedule THF- RDS

Page 1 of 4

Residential Service R10
Customer Charge

Distribution Margin Thermo
39850

$08270

$950

$08383

Average Thermo Per Month

Total Bill

Present Rates
Total Bill

Proposed Rates

Proposed

Increase

$

Proposed

Increase

%

5 $1044 $11.19 $1.06 10.424%

10 $1177 $12.88 $1.11 9.456%

20 $15.04 $16.27 $1.23 8. 152%

35 $1995 $2184 $140 6.997%

50 $24.85 $26.42 $1.57 52980/,

75 $3303 $3487 $1.85 5.594%

100 $4120 $43.33 $2.13 5.170%

250 $9025 $94.08 $3.83 4.238%

500 $172.00 $17865 $6.65 3.866%

Small Commercial Service C20
Customer Charge
Distrlbutlon Margin Thermo

$13.50

$02638
$1550

$02746

Average Thermo Per Month
Total Bill

Present Rates
Total Bill

Proposed Rates

Proposed
Increase

s

Proposed
Increase

%

50 $2669 $29.23 $2.54 9.517%

100 $39.88 $42.96 $3.08 7.723%

500 $145.40 $152.80 $7.40 5.089%

1000 $27780 $290.10 $12.80 4.616%

1500 $409.20 $427.40 $18.20 4,448%

2500 $673.00 $702.00 $29.00 4309/o

5000 $1 ,33250 $1,388.50 $5600 4.203%

7500 $1 ,992.00 $2075.00 $83.00 4.167%

1000 $27780 $290.10 $12.80 4.616%



UNS Gas, Inc.

Docket No. G-04024A-08-0571

Typical Bill Comparison

Test year Ended June 30,2008

Schedule THF- RD6

Page 2 of 4

Large Commercial Service C22
Customer Charge
Distribution Margin Thermo

$100.00
$01718

$10500
$0.1825

Average Thermo Per Month
Total Bill

Present Rates
Total Bill

Proposed Rates

Proposed
Increase

$

Proposed
Increase

%

10001 $11818.17 $1,930.18 $112.01 5151%

12500 $2,247.50 $2,386.25 $138.75 6174%

17500 $3,106.50 $3,298.75 $192.25 5 189%

20000 $3,536.00 $3,755.00 $219.00 6. 193%

25000 $4,395.00 $4,667.50 $272.50 6200%

30000 $5,254,00 $5,580.00 $32600 6.205%

45000 $7,831.00 $8,317.50 $486.50 6.212%

75000 $12,985.00 $13,792.50 $807.50 6.219%

Small Volume Industrial Service 130

Customer Charge
Dlstrlbution Margin Thermo

$13.50
$02356

$15.50
$02556

Average Thermo Per Month
Total Bill

Present Rates
Total Bill

Proposed Rates

Proposed
Increase

$

Proposed
Increase

%

50 $25.28 $28.28 $3.00 11.867%

100 $3706 $41.06 $400 10,793%

500 $131.30 $14380 $12.00 9.139%

1000 $249.10 $271.10 $22.00 B 832%

1500 $366.90 $398.90 $32.00 8722%

2500 $602.50 $654.50 $52.00 8 631%

5000 $1,191.50 $1,293,50 $10200 8.561%

7500 $1,780.50 $1,932.50 $152.00 8.537%

10000 $336950 $22, 571 .50 $202.00 8.525%



UNS Gas, Inc.

Docket No. G-04024A-08-0571

Typical Be Comparison

Test Year Ended June 30,2008

Schedule THF- RD6

Page 3 of 4

Large Volume Industrial Service 132
Customer Charge
Distribution Margin Thermo

$10000
$00952

$10500
$01152

Average Thermo Per Month
Total Bill

Present Rates
Total Bill

Proposed Rates

Proposed
Increase

$

Proposed
Increase

%

10001 $1,052.10 $1257.12 $20502 19.487%

12500 $1290.00 $1,545.00 $25500 19767%

17500 $1 .76600 $2,121.00 $355.00 20. 102%

20000 $2,004.00 $2,409,00 $40500 20210%

25000 $2,480.00 $2,98500 $505.00 20863%

30000 $2,956.00 $356100 $60500 20,4670/>

45000 $438400 $5,289.00 $90500 20.643%

75000 $7,240.00 $874500 $1,505.00 20787%

Small Voiume Pubiic Authority PA40
Customer Charge
Distribution Margin Thermo

$13.50
$02593

$15.50
$02789

Average Therms Per Month
Total Bill

Present Rates
Total Bill

Proposed Rates

Proposed
Increase

$

Proposed
Increase

%

50 $2647 $29.45 $2.98 11.260%

100 $39.43 $43. 39 $3.96 10043%

500 $143.15 $15495 $1180 8.243%

1000 $272.80 $294.40 $21.60 7.918%

1500 $402.45 $43385 $31.40 7802%

2500 $661 .75 $712.75 $51.00 7.707%

5000 $11310.00 $1,410.00 $10000 7.634%

7500 $195825 $2,107.25 $149.00 7.609%

1000 $272.80 $294.40 $2160 7.918%



UNS Gas, Inc.

Docket No. G-04024A_08_0571

Typical BH! Comparison

Test Year Ended June 30,2008

Schedule THF- RD6

Page 4 of 4

Large Public Authority Service PA42
Customer Charge
Distribution Margin Thermo

$10000
$01198

$10500
$0. 1300

Average Thermo Per Month
Total Blll

Present Rates
Total Bill

Proposed Rates

Proposed
Increase

$

Proposed
Increase

%

10001 $12982 $1,405.13 $10701 8243%

12500 $1,59750 $1,730.00 $132.50 8.294%

17500 $219650 $2,380.00 $183.50 8.354%

20000 $249600 $2,705.00 $209.00 8.373%

25000 $3,095.00 $3,355.00 $260.00 8.401%

30000 $3,694.00 $4,005.00 $311.00 8.419%

45000 $5,49100 $5,955.00 $464.00 8.450%

75000 $9,085.00 $9,855.00 $770.00 8.476%

irrigation Service lR60
Customer Charge
Distribution Margin Therms

$t3.50
$08192

$15.50
$08386

Average Thermo Per Month
Total Bill

Present Rates
Total Blll

Proposed Rates

Proposed
Increase

$

Proposed
Increase

%

50 $29.46 $32.43 $2.97 10.081%

100 54542 $49.36 $3.94 8.675%

500 $173.10 $184.80 $11.70 6. 759%

1000 $332.70 $354.10 $21.40 6.432%

1500 $492.30 $523.40 $31.10 6.317%

2500 $81150 $862.00 $50.50 6 223%

5000 $1,60950 $1,708.50 $99.00 6151%

7500 $2,407.50 $2,555.00 $147.50 6127%

10000 $3,205.50 $3,40150 $196.00 6.114%
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Direct Testimony of David C. Parcel]
Docket No. G-04204A-08-0571
Page l

1 1. INTRODUCTION

2 Q. Please state your name, occupation, and business address.

3 My name is David C. Purcell. I am President and Senior Economist of Technical

4

5

Associates, Inc. My business address is Suite 601, 1051 East Cary Street, Richmond,

Virginia 23219.

6

7 Q. Please summarize your educational background and professional experience.

8

9

I hold B.A. (1969) and M.A. (1970) degrees in economics from Virginia Polytechnic

Institute and State University (Virginia Tech) and a M.B.A. (1985) from Virginia

10 I have been a consulting economist with Technical

11 Associates since 1970.

12

Commonwealth University.

I have provided cost of capital testimony in public utility

ratemaking proceedings, dating back to 1972. In connection with this, Shave previously

13

14

15

filed testimony and/or testified in over 430 utility proceedings before about more than 40

regulatory agencies in the United States and Canada. Attachment 1 provides a more

complete description of my education and relevant work experience.

16

17 Q- What is the purpose of your testimony in this proceeding?

18

19

20

21

22

A.

A.

A. I have been retained by the Utilities Division Staff to evaluate the cost of capital aspects

of the current filing of UNS Gas, Inc. ("UNS Gas" or "Company"). I have perfonned

independent studies and am making recommendations of the current cost of capital for

UNS Gas. In addition, since UNS Gas is a subsidiary of UniSource Energy Corporation

("UniSource"), I have also evaluated UniSource in my analyses.



Direct Testimony of David C. Parcels
Docket No. G-04204A-08-0571
Page 2

1 Q- Have you prepared an exhibit in support of your testimony?

2

3

4

Yes, I have prepared one exhibit,  made up of 14 Schedules, identified as Schedule 1

through Schedule 14. These Schedules  were prepared either  by me or  under  my

direction. The information contained in these schedules is correct to the best of my

knowledge and belief5

6

7

8

11.

Q-

RECOMMENDATIONS AND SUMMARY

What are your recommendations in this proceeding?

9

10

My overall cost of capital recommendations for UNS Gas are:

11
Percent Cost Return

12

13

Long-Tenn Debt

Common Equity

50.01%

49.99%

6.49%

9.5-10.5%

3.25%

4.75-5.25%

14
Total 100.00% 7.99-8.49%

8.24% mid-point
15

16

17

18

19

20

21

UNS Gas' application requests a return on common equity of 11.0 percent and overall

rate of return of 8.75 percent. I propose a return on common equity of 10.0 percent and

an overall rate of return of 8.24 percent.

Q, Please summarize your cost analyses and related conclusions for UNS Gas.

22

23

24

25

A.

A.

A. This proceeding is concerned with UNS Gas' regulated natural gas utility operations in

Arizona. My analyses are concerned with the Company's total cost of capital. The first

step in performing an analysis of the Company's cost of capital is the development of the

appropriate capital structure. UNS Gas' proposed capital structure is comprised of 49.99



Direct Testimony of David C. Parcel]
Docket No. G-04204A-08-0571
Page 3

1

2

3

percent common equity and 50.01 percent long-term debt. This capital structure is the

June 30, 2008 test period capital structure of the Company. I also use this same capital

structure in my cost of capital analyses.

4

5

6

7

8

The second step in a cost of capital calculation is a detennination of the embedded cost

rate of debt. UNS Gas' application uses a cost rate of 6.49 percent, which reflects the

Company's cost at June 30, 2008. I have used the same rate for this item as is proposed

by the Company.

9

10

11

12

13

The third step in the cost of capital calculation is the estimation of the cost of common

equity. I have employed three recognized methodologies to estimate the cost of equity

for UNS Gas. Each of these methodologies is applied to two groups of proxy utilities.

These three methodologies and my findings are:

14

15

16

Methodology

Discounted Cash Flow

Range

9.5-10.5%

17 7.3-7.8%

18

Capital Asset Pricing Model

Comparable Earnings 9.5-10.5%

19

20

21

22

Based upon these findings, I conclude that the cost of common equity for UNS Gas is

within a range of 9.5 percent to 10.5 percent. I recommend the mid-point of my cost of

equity range (l0.0 percent), which is the same cost of equity approved by the

Commission in UNS Gas' last rate case. There is no indication that UNS Gas' level of23

24

25

risk has increased since the last proceeding. In addition, there are indications that capital

costs have declined since the last case. Finally, the current economic recession should
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1

2

3

4

have the effect of lowering the cost of equity. In any event, the impact of declining

economic circumstances has negative effects on all of UNS Gas' customers (residential,

commercial, and industrial) - there is no justification for increasing UNS Gas' profit

level as the same time that virtually all of its customers has suffering from lower

5 incomes/profits.

6

7

8

9

Combining these three steps into a weighted cost of capital results in an overall rate of

return range of 7.99 percent to 8.49 percent. My recommended 10.0 percent cost of

equity results in an overall cost of capital of 8.24 percent.

10

11 111. ECONOMIC/LEGAL PRINCIPLES AND METHODOLOGIES

12 Q-

13

What are the primary economic and legal principles that establish the standards for

determining a Fair Rate of Return for a regulated utility?

14

15

16

17

18

19

20

Public utility rates are normally established in a manner designed to allow the recovery of

their costs, including capital costs. This is frequently referred to as "cost of service"

ratemaking. Rates for regulated public utilities traditionally have been primarily

established using the "rate base - rate of return" concept. Under this method, utilities are

allowed to recover a level of operating expenses, taxes, and depreciation deemed

reasonable for rate-setting purposes, and are granted an opportunity to earn a fair rate of

return on the assets used and useful (i.e., rate base) in providing service to their

21 customers.

22

23

24

A.

The rate base is derived from the asset side of the utility's balance sheet as a dollar

amount and the rate of return is developed from the liabilities/owners' equity side of the
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1

2

balance sheet as a percentage. The revenue impact of the cost of capital is thus derived

by multiplying the rate base by the rate of return (including income taxes).

3

4

5

6

7

The rate of return is developed from the cost of capital, which is estimated by weighting

the capital structure components (i.e., debt, preferred stock, and common equity) by their

percentages in the capital structure and multiplying these by their cost rates. This is also

known as the weighted cost of capital.

8
r

9

10

11

12

13

Technically, "fair rate of return" is a legal and accounting concept that refers to an ex

post (after the fact) earned return on an asset base, while the cost of capital is an

economic and financial concept which refers to an ex ante (before the fact) expected or

required return on a liability base. In regulatory proceedings, however, the two terms are

often used interchangeably, as I have done in my testimony.

14

15

16

17

From an economic standpoint, a fair rate of return is normally interpreted to mean that an

efficient and economically managed utility will be able to maintain its financial integrity,

establish comparable returns for similar risk investments. These

18

attract capital, and

concepts are derived from economic and financial theory and are generally implemented

19 using financial models and economic concepts.

20

21

22

Although I am not a lawyer and I do not offer a legal opinion, my testimony is based on

my understanding that two United States Supreme Court decisions provide the main

standards for a fair rate of return. The first decision is Bluefield Water Works and23

24

25

Improvement Co. v. Public Serf. Cornrn'n of West Virginia, 262 U.S. 679 (1923). In this

decision, the Court stated:
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1

2

3

4

5

6

7

8

9

10

11 ventures.

12

13

14

What annual rate will constitute just compensation depends upon many

circumstances and must be determined by the exercise of fair and

enlightened judgment, having regard to all relevant facts. A public

utility is entitled to such rates as will permit it to earn a return on the

value of the property which it employs for the convenience of the public

equal to that generally being made at the same time and in the same

general part of the country on investments other business

undertakings which are attended by corresponding risks and

uncertainties, but it has no constitutional right to profits such as are

realized or anticipated in highly profitable enterprises or speculative

The return should be reasonably sufficient to assure

confidence in the financial soundness of the utility, and should be

adequate, under efficient and economical management, to maintain and

support its credit and enable it to raise the money necessary for the

15

16

17

18

proper discharge of its public duties. A rate of return may be reasonable at

one time, and become too high or too low by changes affecting

opportunities for investment, the money market, and business conditions

generally. [Emphasis added.]

19

20

21

22

23

It is my understanding that the Bluefield decision established the following standards for

a fair rate of return: comparable earnings, financial integrity, and capital attraction. It

also noted the changing level of required returns over time as well as an underlying

assumption that the utility be operated in an efficient manner.

24

in
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1 The second decision is Federal Power Comm'n v. Hope Natural Gas Co., 320 U.S. 591

2 (1942). In that decision, the Court stated:

3

4

5

The rate-making process under the [Natural Gas] Act, i.e., the fixing of

'just and reasonable' rates, involves a balancing of the investor and

6 consumer interests From the investor or company point of view it is

7

8

9

important that there be enough revenue not only for operating expenses

but also for the capital costs of the business. These include service on the

debt and dividends on the stock. By that standard the return to the equity

10 owner should be commensurate with returns on investments in other

11

12

13

enterprises having corresponding risks. That return, moreover, should

be sufficient to assure confidence in the financial integrity of the

so as to maintain its credit and to attract capital. [Emphasisenterprise,

14 added.]

15

16

17

The Hope case is also frequently credited with establishing the "end result" doctrine,

which maintains that the methods utilized to develop a fair return are not important as

18 long as the end result is reasonable.

19

20

21

22

23

24

25

The three economic and financial parameters in the Bluefield and Hope decisions -

comparable earnings, financial integrity, and capital attraction - reflect the economic

criteria encompassed in the "opportunity cost" principle of economics. The opportunity

cost principle provides that a utility and its investors should be afforded an opportunity

(not a guarantee) to cam a return commensurate with returns they could expect to achieve

on investments of similar risk. The opportunity cost principle is consistent with the
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1

2

fundamental premise, on which regulation rests, namely, that it is intended to act as a

surrogate for competition.

3

4

5

6 Simms v. Round Vallev Light &

7

I understand that because Arizona is a "Fair Value" state, Hope and Bluefield do not set

forth the legal requirements applicable to determining fair rate of return in Arizona. In

Power Companv, 294 P.2d 378 (1956) the Arizona

Supreme Court took exception to application of the following principle in Arizona since

the Constitution mandates consideration of fair value:8

9

10 "In the Hope case the court, in testing the reasonableness of rates fixed by

11 the Federal Power Commission under the Natural Gas Act, 15 U.S.C.A.

12

13

14

15

16

17

Section 717 et seq., after holding that congress had provided no fionnula

by which just and reasonable rates were to be determined, ruled that it was

the final result reached and not the method used in reaching the result that

was controlling and that it was unimportant to 'determine the various

permissible ways in which any rate base on which the return in computed

might be arrived at."

18

19

20

21

22

23

24

My testimony does not advocate that the Commission ignore the Simms holding in this

regard, or the fair value of UNS Gas' property, which it is required to consider under

Article 15, Section of the Arizona Constitution. Rather, I find the Hope and Bluefield

decisions can be helpful in their discussion of comparable earnings, financial integrity

and capital attraction. I note that UNS Gas Witness Grant also cites the Hope and

Bluefield cases as guidelines for evaluating the cost of capital for the Company.
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1 Q- How can these parameters be employed to estimate the cost of capital for a utility?

2

3

4

Neither the courts nor economic/financial theory have developed exact and mechanical

procedures for precisely determining the cost of capital. This is the case because the cost

of capital is an opportunity cost and is prospective-looking, which dictates that it must be

estimated.5

6

7

8

9

10

11

12

There are several useful models that can be employed to assist in estimating the cost of

equity capital, which is the capital structure item that is the most difficult to determine.

These include the Discounted Cash F low ("DCF"),  Capita l Asset  Pr icing Model

("CAPM"), Comparable Earnings ("CE") and Risk Premium ("RP") methods. Each of

these methods (or models) differs from the others and each, if properly employed, can be

a useful tool in estimating the cost of common equity for a regulated utility.

13

14 Q- Which methods have you employed in your analyses of the cost of common equity in

15 this proceeding?

16 I have utilized three methodologies to determine UNS Gas' cost of common equity: the

17

18

19

DCF, CAPM, and CE methods. I  have not  employed a  RP model in my ana lyses

although, as I indicate later, my CAPM analysis is a form of the RP methodology. Each

of these methodologies will be described in more detail in my testimony that follows.

20

21 IV. GENERAL ECONOMIC CONDITIONS

22 Q-

23

Why are economic and financial conditions important in determining the costs of

capital?

24

25

A.

A.

A. The costs of capital,  for both fixed-cost (debt and preferred stock) components and

common equity,  a re determined in par t  by cur rent  and prospect ive economic and
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1

2

3

4

5

6

7

financial conditions. At any given time, each of the following factors has an influence on

the costs of capital: the level of economic activity (i.e., growth rate of the economy), the

stage of the business cycle (i.e., recession, expansion, or transition), the level of inflation,

and expected economic conditions. My understanding is that this position is consistent

with the Bluefield decision that noted "[a] rate of return may be reasonable at one time,

and become too high or too low by changes affecting opportunities for investment, the

money market, and business conditions generally."

8

9 Q- What indicators of economic and financial activity have you evaluated in your

10 analyses"

11

12

13

14

15

I have examined several sets of economic statistics from 1975 to the present. I chose this

time period because it permits the evaluation of economic conditions over three full

business cycles plus the current cycle to date, allowing for an assessment of changes in

long-term trends. This period also approximates the beginning and continuation of active

rate case activities by public utilities.

16

17

18

19

20

21

A.

A business cycle is commonly defined as a complete period of expansion (recovery and

growth) and contraction (recession). A full business cycle is a useful and convenient

period over which to measure levels and trends in long-term capital costs because it

incorporates the cyclical (i.e., stage of business cycle) influences, and thus, permits a

comparison of structural (or long-term) trends.
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1 Q. Please describe the timeframe of the three prior business cycles and the most recent

2 cycle.

3 The three prior complete cycles and most recent cycle cover the following periods:

4

5 Contraction Period

6

Business Cycle

1975-1982

7 1982-1991

8 1991-2001

Expansion Cycle

Mar. 1975-July 1981

Nov. 1982-July 1990

Apr. 1991 -Mar. 2001

Dec. 2001-Nov. 2007

Aug. 1981-0ct. 1982

Aug. 1990-Mar. 1991

Apr. 2001-Nov. 2001

Dec. 2007-PresentCurrent

9 Source: National Bureau of Economic, Research, "Business Cycle Expansions and Contractions."

10

11 Q-

12

Do you have any general observations concerning the recent trends in economic

conditions and their impact on capital costs over this broad period?

13

14

15

16

17

Yes, I do. As I will describe below, until recently the U.S. economy enjoyed general

prosperity and stability over the period since the early 1980s. This period has been

characterized by longer economic expansions, relatively tame contractions, relatively low

and declining inflation, and declining interest rates and other capital costs. The current

business cycle began in late 2001, following a somewhat modest recession earlier in the

18 year.

19

20

21

22

23

24

A.

A.

Over the past two years, on the other hand, the economy has declined significantly,

initially as a result of the 2007 collapse of the "sub-prime" mortgage market and related

liquidity crises in the financial sector of the economy. Subsequently, this financial crisis

intensified with a more broad-based decline initially based on a significant increase in

petroleum prices and an increasing decline in the U.S. financial sector culminating with
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1

2

the collapse and/or bailouts of a substantial number of long-standing institutions such as

Bear Steams, Lehman Brothers,  Memlll Lynch, Freddie Mac, Fannie Mae, AIG and

Wachovia. This crisis has been described as the worst financial crisis since the Great3

4 Depression. The U.S.  and global governments are in the process of implementing

5

6

7

8

9

10

11

12

13

unprecedented actions to attempt to correct or minimize its scope and effects. As of this

time, the consequences of these governmental initiatives are unclear. There is also a

universal acceptance that the economy is in a serious recession. The impacts of a severe

recession on cost of capital is very likely to be characterized by lower utility growth and

declining capital costs due to a decline in corporate profits and expected earnings growth.

It is clear that a serious recession also has negative impacts on UNS Gas' customers, in

terms of income levels, unemployment and higher poverty levels. In addition, it is likely

that UNS Gas' business customers are experiencing lower profits as a  result  of the

recession. Clearly, this is not an environment in which it is sensible to increase the

14 profitability of a regulated company such as UNS Gas.

15

16 Q. Please describe recent and current economic and financial conditions and their

17 impact on the costs of capital.

18

19

20

21

22

Schedule 2 shows severa l sets  of economic data . Pages 1 and 2 conta in genera l

macroeconomic statistics while pages 4 through 6 contain financial market statistics.

Pages l and 2 show that the U.S. economy ended 2007 as the sixth year of an economic

expansion although, as indicated previously, the economy was then entering a decline.

This is indicated by the growth in real (i.e. ,  adjusted for inflation) Gross Domestic

23 Product ("GDP"), industrial production, and the increase in the unemployment rate. This

24

25

A.

most recent expansion was character ized by slower growth,  in comparison to prior

expansions which resulted in lower inflationary pressures and interest rates.
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1

2

3

4

5

6

7

The rate of inflation is also shown on pages 1 and 2. As is reflected in the Consumer

Price Index ("CPI"), for example, inflation rose significantly during the 1975-1982

business cycle and reached double-digit levels in 1979-1980. The rate of inflation

declined substantially in 1981 and remained at or below 6.1 percent during the 1983-1991

business cycle. Since 1991, the CPI has been 4.1 percent or lower. The 0.1 percent rate

of inflation in 2008 was the lowest level of the past thirty years. This is indicative of

virtually no inflation, which should also be reflective of lower capital costs.

8

9 Q- What have been the trends in interest rates"

10

11

12

13

Pages 3 and 4 show several series of interest rates. Rates rose sharply to record levels in

1975-1981 when the inflation rate was high and generally rising. Interest rates declined

substantially in conjunction with inflation rates throughout the remainder of the 1980s

and throughout the 1990s. Interest rates declined even further from 2000-2005 and

14 generally recorded their lowest levels since the l960s.

15

16

17

18

19

20

21

22

During the past several years and up until the later half of 2008, long-term interest rates

remained low by historic standards. During the 2001 recession and early in the

succeeding expansion, the Federal Reserve lowered interest rates (i.e., Federal Funds

rate) ll times in 2001 and twice in 2003 in an effort to stimulate the economy.

Following this, the Federal Reserve increased short-term interest rates on 17 occasions

between 2004 and 2006,1 although each time by only 0.25 percent, in an attempt to

ensure that any perceived inflationary expectations will not stifle continued economic

23 growth. Nevertheless, the Federal Reserve actions did not result in a pronounced

24 increase in long-term rates. Most recently, however, the Federal Reserve has lowered the

A.

1 See Federal Reserve Bank of New York, "Historical Changes of the Target Federal Funds and Discount
Rates," wwwnewyorkfed.org/markets/statistics/dlyrates/fedrate.html.
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1

2

3

Federal Funds rate (i.e., short-term rate) on several occasions and it is currently 0.25

percent, an all-time low. The year 2008 experienced a pronounced decline in short-term

rates and long-term U.S. Treasury Securities yields, and an increase in utility bond yields.

4

5 Q- What have been the trends in common share prices?

6

7

8

9

10

11

12

Pages 5 and 6 show several series of common stock prices and ratios. These ratios

indicate that share prices were essentially stagnant during the high inflation/interest rate

environment of the late 1970s and early 1980s. On the other hand, the 1983-1991

business cycle and the most recent cycles witnessed a significant upward trend in stock

prices. Since the beginning of the current financial crisis, on the other hand, stock prices

have declined precipitously and have been very volatile. Stock prices in 2008 and early

2009 are down significantly from 2007 levels, reflecting the financial/economic crises.

13

14 Q, What conclusions do you draw from your discussion of economic and financial

15 conditions?

16

17

18

19

20

21

It is apparent that recent and current economic/financial circumstances are radically

different from any that have prevailed since at least the 1930s. The recent deterioration

in stock prices and the decline in U.S. Treasury bond yields and increase in corporate

bond yields reflect the "flight to safety" that describes the extreme reluctance of investors

to purchase common stocks and corporate bonds while moving investments into the very

safe government bonds.

22

23

24

25

A.

A.

This "flight to safety" should not be interpreted to reflect an increase in the cost of

capital, however. Rather, it more properly reflects an "availability of capital" since

investors have been recently been unwilling to invest in any assets other than U.S.
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1

2

3

Treasury bonds. As I noted previously, the opportunity cost of capital, as measured by

the recent and current returns of unregulated firms, has been the lowest in recent memory.

Clearly, this cannot be claimed to reflect an increase in the cost of capital for a regulated

firm such as UNS Gas.4

5

6 v. UNS GAS' OPERATIONS AND RISKS

7 Q- PLEASE SUMMARIZE UNS GAS AND ITS OPERATIONS.

8

9

UNS Gas is a public utility that provides natural gas distribution services to some

UNS Gas was formerly the Arizona natural gas

2003

146,000 customers in Arizona.

10

11

12

distribution operations of Citizens Communications Company, prior to its

acquisition by UniSource Energy. When UniSource Energy acquired the Arizona electric

and gas assets from Citizens, it formed two operating companies - UNS Electric and UNS

13 Gas.

14

15 Q- PLEASE DESCRIBE UNISOURCE ENERGY.

16

17

18

19

20

21

22

23

A.

A. UniSource Energy is a holding company, whose principal subsidiary is TuCson Electric

Power Company ("TEP"), a generation and distribution company that is the second-

largest investor-owned utility in Arizona. UniSource Energy also owns UniSource

Energy Services ("UES"), which contains UNS Electric and UNS Gas, both of which are

distribution companies. It previously owned Millennium Energy Holdings, the parent

company of UniSource Energy's unregulated energy business whose principal subsidiary

was Global Solar. UniSource Energy presently operates through three primary business

segments - TEP, UNS Electric and UNS Gas.
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1 Q~ WHAT HAVE BEEN THE BUSINESS SEGMENT RATIOS OF UNISOURCE

2 ENERGY IN RECENT YEARS?

3

4

This is shown on Schedule 3. As this indicates, as of 2008, UNS Gas accounted for about

12 percent of the revenues of UniSource Energy and about 8 percent of total assets.

5

6 Q- WHAT ARE THE CURRENT BOND RATINGS OF UNISOURCE ENERGY, UNS

7 GAS AND TEP?

8 The current ratings of UniSource Energy, UNS Gas and TEP arel

9

10 Standard & Poor's Moody's Fitch

11 UniSource Energy Credit Ratings

12 Senior Secured Debt N R Ba l N R

13 Issuer Rating N R Ba l N/A

14

15 UNS Gas Credit Ratings

16 Senior Unsecured Debt Baan

17

18 Tucson Electric Power Credit Ratings

19 Senior Secured Debt BBB Baan BBB-

20 Senior Unsecured Debt BBB- Baan BB+

21 Issuer Rating BB Baan BB

22 Source: UniSource Energy Web Site.

23

A.

A.

1
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1

2

3

UNS Gas now has its own security ratings by Moody's but not S&P and Fitch. The debt

of UNS Gas is guaranteed by UES. As such, the debt of UNS Gas is related to the

overall credit strength of UniSource Energy.

4

5 Q-

6

Did the acquisition of the assets current comprising UNS Gas have any impact on

the security ratings of UniSource Energy or TEP?

7

8

9

10

11

12

13

14

No, it did not. Standard & Poor's, for example, made the following comments in an

August 12, 2003 CreditWatch report on TEP:

Standard & Poor's Ratings Services said today it affined its ratings on

Tucson Electric Power Co. ('BB' corporate credit rating) and removed

them from CreditWatch with negative implications. They were placed on

CreditWatch Nov. 8, 2002, reflecting parent UniSource Energy Corp.'s

announcement of an agreement to purchase the Arizona electric and gas

transmission and distribution assets from Citizens Communications Co.

15 The outlook is stable.

16

17

18

19

20

21

22

23

24

25

A.

The Aug. 11, 2003, acquisition of these relatively low-risk, widely

scattered regulated assets for $220 million, well below the book value

of about $B25 million, bolsters the consolidated business profile of the

UniSource Energy family of companies, and does so with a financing

package that marginally improves the overall financial condition of

UniSource Energy. These assets are subject to regulation by the Arizona

Corporation Commission (ACC), as is Tucson Electric, and are structured

as a wholly owned subsidiary of UniSource Energy called UniSource

Energy Services.
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1

2

3

4

5

6

T he a ddit ion of  a bout  77 ,000  elect r ic  cus tomer s  a nd 126 ,000  ga s

customers represents  an increase of about  40% to Tucson Electr ic 's

customer base. The acquisition has received strong regulatory support,

mainly because rate increases will be limited to only about one-half of

what they would have been in the absence of the purchase,  as well as

because of operational challenges faced by prior management. [Emphasis

7

8

added]

9

10

Q- What have been the recent descriptions of UNS Gas by rating agencies?

11

In October  of 2008, Moody's assigned a rating of Baan to UNS Gas. In its report,

Moody's stated:

Recent Developments12

13

14

15

16

17

On October 28, 2006, Moody's assigned a Baan rating to approximately

$100 million of senior unsecured guaranteed notes (the Notes) of UNS

Gas, Inc. and assigned a stable outlook. The Notes are guaranteed by

UES.

18

19

20

21

22

In July and August 2008, Moody's assigned ratings of Baan to UNS Gas

and UNS Electric's joint $80 million guaranteed credit facility, and to

UNS Electric's $100 million senior unsecured guaranteed notes. The

facility and the UNS Electric notes are also guaranteed by UES.

A.
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1 Rating Rationale

2

3

4

The Baan rating assigned to UNS Gas' senior unsecured notes reflects

the interdependence that currently exists between the company and

5

6

7

8

9

10

11

12

its affiliate UNS Electric as a result of their shared credit facility and

parental guarantee from UES. The rating reflects our view of the

consolidated credit quality of UES, which guarantees the debt of both

UNS Gas and UNS Electric. The UNS Gas/UNS Electric shared senior

unsecured revolving credit facility, and the guaranteed senior unsecured

notes of UNS Electric, are also rated Baan. For additional information,

please see July 8, 2008 press release and related July 9, 2008 credit

opinion for UNS Gas/UNS Electric.

13

14 On

15

16

17

18

19

20

21

22

a stand-alone basis, following the framework outlined in Moody's

Rating Methodology for the North American Regulated Gas Distribution

Industry (Local Gas Distribution Companies), (the LDC Methodology),

UNS Gas' credit profile maps to a Baan. The Methodology focuses on

core factors including degree of profitability, the level of regulatory

support, degree of ring fencing, and financial strength and flexibility as

evidenced by key financial metrics and liquidity. [Emphasis added]

23

24

This quote by S&P indicates that the ratings of UNS Gas are:

Tied to UNS Electric,

Based on consolidated credit profile of UES, and,



Direct Testimony of David C. Parcel]
Docket No. G-04204A-08-0_71
Page 20

1 Lower than they would be if UNS Gas own credit profile was used to establish its

2 ratings.

3

4 VI. CAPITAL STRUCTURE AND COST OF DEBT

5 Q- What is the importance of determining a proper capital structure in a regulatory

6 framework?

7

8

9

10

A utility's capital structure is important because the concept of rate base - rate of return

regulation requires that a utility's capital structure be determined and utilized in

estimating the total cost of capital. Within this framework, it is proper to ascertain

whether the utility's capital structure is appropriate relative to its level of business risk

and relative to other utilities.11

12

13

14

15

16

As discussed in Section III of my testimony, the purpose of determining the proper

capital structure for a utility is to help ascertain its capital costs. The rate base -- rate of

retune concept recognizes the assets employed in providing utility services and provides

for a return on these assets by identifying the liabilities and common equity (and their

17 cost rates) used to finance the assets. In this process, the rate base is derived from the

the18

19

20

asset side of the balance sheet and cost of capital is derived from the

liabilities/owners' equity side of the balance sheet. The inherent assumption in this

procedure is that the dollar values of the capital structure and the rate base are

21 approximately equal and the fouler is utilized to finance the latter.

22

23

24

The common equity ratio (i.e., the percentage of common equity in the capital structure)

is the capital structure item which normally receives the most attention. This is the case

25

A.

because common equity: (1) usually commands the highest cost rate, (2) generates
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1

2

associated income tax liabilities, and, (3) causes the most controversy since its cost

cannot be precisely determined.

3

4 Q- How have you evaluated the capital structure of UNS Gas?

5

6

I have first examined the historic (2004-2008) capital structure ratios of UNS Gas. These

are shown on Page 1 of Schedule 4. I have summarized below the common equity ratios

for UNS Gas:7

8

9

10

11

12

13

2004

2005

2006

2007
14

Excluding S-T Debt

37.0%

44.4%

45.7%

46.9%

49.2%2008

Including S-T Debt

37.0%

44.4%

45.7%

46.9%

49.2%
15

16 Page 2 of Schedule 4 shows the historic capital structure ratios of UniSource on a

consolidated basis. This indicates the following common equity ratios:17

18

19

20

21

22

23

24

2004

2005

2006

2007

2008

Including S-T Debt

31 .6%

33.6%

34.9%

40.7%

33.9%

Excluding S-T Debt

31.6%

33.7%

35.8%

41.0%

34.1%
25

A.
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1 These common equity ratios are somewhat lower than those of UNS Gas.

2

3 Q-

4

How do these capital structures compare to those of investor-owned electric

utilities?

Schedule 5 shows the common equity ratios (including short-term debt in capitalization)

for the two groups of proxy utilities utilized in my cost of equity analyses. These are:

5

6

7

8

9

10

Year

2004

11

12

2005

2006

13 2007

14 2008

Proxy

Group

41.5%

43.6%

45.1%

48.0%

47.3%

Grant

Group

52.5%

52.4%

53.3%

54.9%

56.0%

15

These common equity ratios for the proxy group are lower than those of UNS Gas while

those of the Grant Group are higher.

Q- What capital structure ratios has UNS Gas requested in this proceeding?

16

17

18

19

20

21

The Company requests use of the following capital structure:

22 50.01%

49.99%23

Long-Term Debt

Common Equity

24

A.

A.
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1

2

According to Schedule D-1 of UNS Gas' filing, this is the proforma or adjusted test year

capital structure of the Company at June 30, 2008.

3

4 Q- What capital structure do you propose to use in this proceeding?

5

6

I use the capital structure ratios as proposed by UNS Gas.

Q- What is the cost rate of debt in the company's application?7

8

9

10

11

The Colnpany's filing cites a cost of long-term debt of 6.49 percent. This is represented

to be the Company's actual cost at June 30, 2008. I also use this cost of long-tenn debt in

my cost of capital analyses.

12 Q- Can the cost of common equity be determined with the same degree of precision as

the costs of debt?13

14

15

16

No. The cost rates of debt are largely detennined by interest payments, issue prices, and

related expenses. The cost of common equity, on the other hand, cannot be precisely

quantified, primarily because this cost is an opportunity cost. There are, however, several

models which can be employed to estimate the cost of common equity. Three of the

primary methods -.- DCF, CAPM, and CE - are developed in the following sections of my

testimony.

17

18

19

20

21 VII.

22 Q-

SELECTION OF PROXY GROUPS

How have you estimated the cost of common equity for UNS Gas?

23

24

25

A.

A.

A.

A. UNS Gas is not a publicly-traded company. UniSource, UNS Gas' parent company, is a

publicly-traded company. Consequently, it is possible to directly apply cost of equity

models to UniSource. However, it is generally desirable to analyze groups of comparison
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1

2

or "proxy" companies as a substitute for UNS Gas to determine its cost of common

equity.

3

4 Shave examined two such groups for comparison to UNs Gas and UniSource. Shave first

selected one group of electric utilities similar to UNS Gas and UniSource using the

criteria listed on Schedule 6.

5

6

7

8

9

Second, I have conducted studies of the cost of equity for the proxy group of natural gas

utilities selected by UNS Gas' witness Kenton Grant.

10

11

12

VIII. DISCOUNTED CASH FLOW ANALYSIS

What is the theory and methodological basis of the discounted cash flow ("DCF")

model?

Q.

13

14

15

16

17

The DCF model is one of the oldest, as well as the most commonly-used, models for

estimating the cost of common equity for public utilities. The DCF model is based on the

"dividend discount model" of financial theory, which maintains that the value (price) of

any security or commodity is the discounted present value of all future cash flows.

18

19

20

21

22

The most common variant of the DCF model assumes that dividends are expected to

grow at a constant rate. This variant of the dividend discount model is known as the

constant growth or Gordon DCF model. In this framework cost of capital is derived by

the following formula:

A.

|
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1
DK-- -+g
P

2 where :

3 K = discount rate (cost of capital)

4 P = current price

D = current dividend rate5

6 g = constant rate of expected growth

7

8

9

10

This formula essentially recognizes that the return expected or required by investors is

comprised of two factors: the dividend yield (current income) and expected growth in

dividends (future income).

11

12 Q- Please explain how you have employed the DCF model.

13

14

15

Shave utilized the constant growth DCF model. In doing so, I have combined the current

dividend yield for each group of proxy utility stocks described in the previous section

with several indicators of expected dividend growth.

16

17 Q- How did you derive the dividend yield component of the DCF equation?

18

19

20

21

There are several methods that can be used for calculating the dividend yield component.

These methods generally differ in the maier in which the dividend rate is employed,

i.e., current versus future dividends or annual versus quarterly compounding of

dividends. I believe the most appropriate dividend yield component is the version listed

22 below:

23

A.

A.

0-58)+Doe
/%

. ld ;
we
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1 This dividend yield component recognizes the timing of dividend payments and dividend

2 increases.

3

4

5

6

The PT in my yield calculation is the average (of high and low) stock price for each proxy

company for the most recent three month period (February-April, 2009). The D0 is the

current annualized dividend rate for each proxy company.

7

8 Q. How have you estimated the dividend growth component of the DCF equation?

9

10

11

12

13

14

15

16

17

The dividend growth rate component of the DCF model is usually the most crucial and

controversial element involved in using this methodology. The objective of estimating

the dividend growth component is to reflect the growth expected by investors that is

embodied in the price (and yield) of a company's stock. As such, it is important to

recognize that individual investors have different expectations and consider alternative

indicators in deriving their expectations. This is evidenced by the fact that every

investment decision resulting in the purchase of a particular stock is matched by another

investment decision to sell that stock. Obviously, since two investors reach different

decisions at the same market price, their expectations differ.

18

19

20

21

22

A.

A wide array of indicators exists for estimating the growth expectations of investors. As

a result, it is evident that no single indicator of growth is always used by all investors. It

therefore is necessary to consider alternative indicators of dividend growth in deriving the

growth component of the DCF model.
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1 Shave considered five indicators of growth in my DCF analyses. These are:

2

3

4

5

6

7

8

9

2004-2008 (5-year average) earnings retention, or fundamental

growth (per Value Line),

5-year average of historic growth in earnings per share ("EPS"),

dividends per share ("DPS"), and book value per share ("BVPS")

(per Value Line),

2009, 2010, and 2012-2014 projections of earnings retention

growth (per Value Line),

2006-2008 to 2012-2014 projections of EPS, DPS, and BVPS (per

10

11

12

Value Line); and

5-year projections of EPS growth as reported in First Call (per

Yahoo! Finance).

13

14

15

16

I believe this combination of growth indicators is a representative and appropriate set

with which to begin the process of estimating investor expectations of dividend growth

for the groups of proxy companies. I also believe that these growth indicators reflect the

17 types of information that investors consider in making their investment decisions. As I

18 indicated previously, investors have an array of information available to them, all of

19 which should be expected to have some impact on their decision-making process.

20

21 Q. Please describe your initial DCF calculations.

22

23

24

A. Schedule 7 presents my DCF analysis. Page 1 shows the calculation of the "raw" (i.e.,

prior to adjustment for growth) dividend yield for each proxy company. Pages 2 and 3

show the growth rate for the groups of proxy companies. Page 4 shows the "raw" DCF

4.

3.

5.

2.

1.
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1

2

calculations, which are presented on several bases: mean, median, and low/high values.

These results can be summarized as follows:

3

4 Mean Median

5 Mean Median Low Low

6 10.5% 9.9% 9.0%

High

11.9%

High

11.9%

7

Proxy Group

Grant Group 9.6% 9.5% 8.8% 10.3%

9.8%

8.3% 9.5%

8

9 I  note tha t  the individua l DCF ca lcula t ions  shown on Schedule 7  should not  be

10

11

12

13

14

interpreted to reflect  the expected cost  of capita l for  the proxy group,  ra ther ,  the

individual values shown should be interpreted as alternative information considered by

investors. The individual DCF calculations also demonstrate how the focus on a single

growth rate, such as EPS projections, can produce a DCF conclusion that is not reflective

of a broader perspective of available information.

15

16

17

18

The results in Schedule 7 indicate average (mean and median) DCF cost rates of 9.5

percent to 10.5 percent. The range of DCF rates (i.e. ,  using the lowest and highest

growth rates only) are 8.8 percent 11.9 percent.

19

20 Q- What do you conclude from your DCF analysis?

21

22

23

24

25

A. This analysis reflects a DCF range of about 9.5 percent to about 10.5 percent for the

proxy group. This is approximated by the average/mean values for the proxy groups

examined in the previous analysis. I give less weight to the extreme lower and upper

ends of the groups, which are impacted by outlier results. I believe that 9.5 percent to

10.5 percent reflects the proper DCF cost for UNS Gas.
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1 IX. CAPITAL ASSET PRICING MODEL ANALYSIS

2 Q. Please describe the theory and methodological basis of the capital asset pricing

3

4

5

6

7

model ("CAPM").

The CAPM is a version of the risk premium method. The CAPM describes and measures

the relationship between a security's investment risk and its market rate of return. The

CAPM was developed in the 1960s and 1970s as an extension of modem portfolio theory

("MPT"),  which studies the relationships among r isk,  diversification,  and expected

returns.8

9

10 Q- How is the CAPM derived?

11 The general four of the CAPM is :

12 K :Rf +p(Rm -R)

13 wherel

14 K = cost of equity

Rf = risk free rate15

16 Rm 2 return on market

17

18

[3 = beta

Rm-Rf = market risk premium

19

20

21

22

23

24

A.

A.

As noted previously, the CAPM is a variant of the risk premium method. I believe the

CAPM is generally superior  to the simple r isk premium method because the CAPM

specifically recognizes the risk of a particular company or industry (i.e., beta), whereas

the simple r isk premium method assumes the same r isk premium for  all companies

exhibiting similar bond ratings.
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1 Q- What groups of companies have you utilized to perform your CAPM analyses?

2

3

I have performed CAPM analyses for the same groups of proxy utilities evaluated in my

DCF analyses.

4

5 Q.

6

Please explain the risk-free rate as used in your CAPM and indicate what rate you

employed.

7

8

The first temp of the CAPM is the risk-free rate (Rf)- The risk-free rate reflects the level

ofretum that can be achieved without accepting any risk.

9

10

11

12

In CAPM applications, the risk-free rate is generally recognized by use of U.S. Treasury

securities. Two general types of U.S. Treasury securities are often utilized as the Rf

component - short-term U.S. Treasury bills and long-term U.S. Treasury bonds.

13

14

15

16

I have performed CAPM calculations using the three-month average yield (February-

April, 2009) for 20-year U.S. Treasury bonds. Over this three-month period, these bonds

had an average yield of 3.82 percent.

17

18 Q- What is beta and what betas did you employ in your CAPM?

19

20

21

22

Beta is a measure of the relative volatility (and thus risk) of a particular stock in relation

to the overall market. Betas of less than 1.0 are considered less risky than the market,

whereas betas greater than 1.0 are more risky. Utility stocks traditionally have had betas

below 1.0. I utilized the most recent Value Line betas for each company in the groups of

23

A.

A.

A.

proxy utilities.
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1 Q. How did you estimate the market risk premium component in your CAPM analysis?

2

3

4

The market risk premium component (Rm-Rf) represents the investor-expected premium

of common stocks over the risk-free rate, or government bonds. For the purpose of

estimating the market risk premium, I considered alterative measures of returns of the

S&P 500 (a broad-based group of large U.S. companies) and 20-year U.S. Treasury

bonds.

5

6

7

8

9

10

11

12

13

14

First, Shave compared the actual annual returns on equity of the S&P 500 with the actual

annual yields of U.S. Treasury bonds. Schedule 8 shows the return on equity for the S&P

500 group for the period 1978-2007 (all available years reported by S&P). This schedule

also indicates the annual yields on 20-year U.S. Treasury bonds, as well as the annual

differentials (i.e., risk premiums) between the S&P 500 and U.S. Treasury 20-year bonds.

Based upon these returns, I conclude that this version of the risk premium is about 6.45

percent.

15

16

17

18

I have also considered the total returns (i.e., dividends/interest plus capital gains/losses)

for the S&P 500 group as well as for the long-term government bonds, as tabulated by

Morningstar (formerly Ibbotson Associates), using both arithmetic and geometric means.

leave considered the total returns for the entire 1926-2008 period, which are as follows:19

20

21
S&P 500 L-T Gov 't Bonds Risk Premium

22

23

Arithmetic

Geometric

11.7%

9.6%

6.1%

5.7%

5.6%

3.9%

24

A.
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1

2

3

4

I conclude from this that the expected risk premium is about 5.32 percent (i.e., average of

all three risk premiums). I believe that a combination of arithmetic and geometric means

is appropriate since investors have access to both types of means and, presumably, both

types are reflected in investment decisions and thus stock prices and cost of capital.

5

6 Schedule 9 shows my CAPM calculations using the risk premium. The results are:

7

8
Mean Median

9
7.7% 7.5%

10

Proxy Group

Grant Group 7.4% 7.3%

11

12 Q- What is your conclusion concerning the CAPM cost of equity?

13

14

15

The CAPM results collectively indicate a cost of 7.3 percent to 7.7 percent for the groups

of comparison utilities. I conclude that the CAPM cost of equity for UNS Gas is 7.3

percent to 7.5 percent.

16

17 x . COMPARABLE EARNINGS ANALYSIS

18 Q- Please describe the basis of the CE methodology.

19

20

21

The CE method is derived from the "corresponding risk" standard of the Bluefield and

Hope cases. This method is thus based upon the economic concept of opportunity cost.

As previously noted, the cost of capital is an opportunity cost: the prospective return

available to investors from alternative investments of similar risk.22

23

24

25

A.

A.

The CE method is designed to measure the returns expected to be earned on the original

cost book value of similar risk enterprises. Thus, this method provides a direct measure
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1

2

of the fair return, because the CE method translates into practice the competitive principle

upon which regulation is based.

3

4

5

6

7

8

9

10

The CE method normally examines the experienced and/or projected returns on book

common equity. The logic for examining returns on book equity follows from the use of

original cost rate base regulation for public utilities, which uses a utility's book common

equity to determine the cost of capital. This cost of capital is, in tum, used as the fair rate

of return which is then applied (multiplied) to the book value of rate base to establish the

dollar  level of capita l costs to be recovered by the utility. This technique is thus

consistent with the rate base methodology used to set utility rates.

11

12 Q-

13

How have you employed the CE methodology in your analysis of UNS Gas' common

equity cost?

14

15

16

17

18

19

20

21

I conducted the CE methodology by examining realized returns on equity for several

groups of companies and evaluating the investor acceptance of these returns by reference

to the resulting market-to-book ratios. In this manner it is possible to assess the degree to

which a given level of return equates to the cost of capital. It is generally recognized for

utilities that market-to-book ratios of greater than one (i.e., l00%) reflect a situation

where a company is able to attract new equity capital without dilution (i.e., above book

value). As a result,  one objective of a fair cost of equity is the maintenance of stock

prices above book value.

22

23

24

25

A.

I would further note that the CE analysis, as I have employed it, is based upon market

data (through the use of market-to-book ratios) and is thus essentially a market test. As a

result ,  my analysis is not subject to the cr it icisms occasionally made by some who
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1

2

maintain that past earned returns do not represent the cost of capital. In addition, my

analysis uses prospective returns and thus is not confined to historical data.

3

4 Q. What time periods have you examined in your CE analysis?

5

6

7

8

9

10

11

12

13

My CE analysis considers the experienced equity returns of the proxy groups of utilities

for the period 1992-2008 (i. e., the last seventeen years). The CE analysis requires that I

examine a relatively long period of time in order to determine trends in earnings over at

least a full business cycle. Further, in estimating a fair level of return for a future period,

it is important to examine earnings over a diverse period of time in order to avoid any

undue influence from unusual or abnormal conditions that may occur in a single year or

shorter period. Therefore, in forming my judgment of the current cost of equity I have

focused on two periods: 2002-2008 (the current business cycle) and 1992-2001 (the most

recent complete business cycle).

14

15 Q. PLEASE DESCRIBE YOUR CE ANALYSIS.

16

17

18

Schedules 10 and 11 contain summaries of experienced returns on equity for several

groups of companies, while Schedule 12 presents a risk comparison of utilities versus

unregulated firms.

19

20

21

A.

A.

Schedule 10 shows the earned returns on average common equity and market-to-book

ratios for the groups of proxy utilities. These can be summarized as follows:
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1

2 Proxy Grant

3 Group Group

4
Historic ROE

5
Mean 8.3-10.0% 11.8-11.9%

6
Median 8.3-11.1% 11.9-12.1%

7 Historic M/B

8
Mean 133-152% 179-183%

9
Median 124-144% 180-183%

10

11

Prospective ROE

Mean 8.4-9.2% 11.4-11.7%

12
Median 8.6-8.5% 11.0-12.3%

13

14

15

16

17

These results indicate that historic returns of 8.3 percent to 12.1 percent have been

adequate to produce market-to-book ratios of 124 percent to 183 percent for the groups of

proxy utilities, with the higher returns being accompanied by the higher market-to-book

ratios. Furthermore, projected returns on equity for 2009, 2010, and 2012-2014 are

18

19

within a range of 8.0 percent to 12.3 percent for the utility groups. These relate to 2008

market-to-book ratios of 127 higher again with the higher returns

20

percent or

accompanying the higher market-to-book ratios.

21

22 Q, Have you also reviewed earnings of unregulated firms?

23

24

25

A. Yes. As an alternative, I also examined a group of largely unregulated finns. I have

examined the Standard & Poor's 500 Composite group, since this is a well-recognized

group of firms that is widely utilized in the investment community and is indicative of the
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1

2

3

4

5

competitive sector of the economy. Schedule 11 presents the earned returns on equity

and market-to-book ratios for the S&P 500 group over the past sixteen years. As this

Schedule indicates, over the two periods this group's average earned returns ranged from

13.9 percent to 14.7 percent with market-to-book ratios ranging between 284 percent and

341 percent.

6

7 Q- How can the above information be used to estimate the cost of equity for UNS Gas?

8

9

10

11

12

13

14

The recent earnings of the proxy utility and S&P 500 groups can be utilized as an

indication of the level of return realized and expected in the regulated and competitive

sectors of the economy. In order to apply these returns to the cost of equity for proxy

utilities, however, it is necessary to compare the risk levels of the utility industry with

those of the competitive sector. I have done this in Schedule 12, which compares several

risk indicators for the S&P 500 group and the utility groups. The information in this

schedule indicates that the S&P 500 group is more risky than the utility proxy groups.

15

16 Q, What return on equity is indicated by the CE analysis?

17

18

19

20

21

22

23

24

25

A.

A. Based on the recent earnings and market-to-book ratios, I believe the CE analysis

indicates that the cost of equity for the proxy utilities is no more than 9.5 percent to 10.5

percent. Recent returns of 8.3 percent to 12.1 percent have resulted in market-to-book

ratios of 124 and greater. Prospective returns of 8.0 percent to 12.3 percent result in

anticipated market-to-book ratios of over 125 percent,again with the higher returns being

associated with much higher market-to-book ratios. As a result, it is apparent that returns

below this level would result in market-to-book ratios of well above 100 percent. An

earned return of 9.5 percent to 10.5 percent should thus result in a market-to-book ratio of

over 100 percent. As I indicated earlier, the fact that market-to~book ratios substantially
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1

2

exceed 100 percent indicates that historic and prospective returns of over 10 percent

reflect earnings levels that exceed the cost of equity for those regulated companies.

3

4

5

6

7

8

9

10

11

12

13

14

15

Please also note that my CE analysis is not based on a mathematic formula approach, as

are the DCF and CAPM methodologies. Rather, it is based on recent trends and current

conditions in equity markets. Further, it is based on the direct relationship between

returns on common stock and market-to-book ratios of common stock. In utility rate

setting, a fair rate of return is based on the utility's assets (i.e., rate base) and the book

value of the utility's capital structure. As stated earlier, maintenance of a financially

stable utility's market-to-book ratio at 100 percent, or a bit higher, is fully adequate to

maintain the utility's financial stability. On the other hand, a market price of a utility's

common stock that is 150 percent or more above the stock's book value is indicative of

earnings that exceed the utility's reasonable cost of capital. Thus, actual or projected

earnings do not directly translate into a utility's reasonable cost of equity. Rather, they

must be viewed in relation to the market-to-book ratios of the utility's common stock.

16

17

18

19

20

My 9.5 percent to 10.5 percent CE recommendation is not designed to result in market-

to-book ratios as low as 1.0 for UNS Gas. Rather, it is based on current market

conditions and the proposition that ratepayers should not be required to pay rates based

on earnings levels that result in excessive market-to-book ratios.
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1 XI.

2 Q-

RETURN ON EQUITY RECOMMENDATION

Please summarize the results of your three cost of equity analyses.

3 My three methodologies produce the following:

4

5 Discounted Cash Flow 9.5-10.5%

6 7.3-7.7%

7

Capital Asset Pricing Model

Comparable Earnings 9.5-10.5%

8

9 Q- What is your cost of equity recommendation for UNS Gas?

10

11

12

I recommend a cost of equity of 9.5 percent to 10.5 percent for UNS Gas. This reflects

two of my three cost of equity model results. Within this range, I recommend a 10.0

percent level, the same return on equity approved for UNS Gas in the Company's last rate

13 proceeding.

14

15 Q-

16

Please explain how the recent and current economic and financial crisis impacts the

cost of equity for UNS Gas.

17

18

19

20

21

It is well chronicled that, over the past two years and especially over the past several

months, the United States and global financial markets have been in turmoil. The

impacts of this have been far-reaching and extreme, with global credit markets virtually

coming to a standstill. This crisis and its impact, however, do not imply that the cost of

equity for gas utilities such as UNS Gas have increased. I say this for the following

22 reasons.

23

24

25

A.

A.

A.

First, it must be emphasized that depressed economic conditions and the financial crisis

affects virtually all sectors of the economy - households, small businesses, larger
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1

2

3

4

commercial and industrials -- and, in most cases, the impact is greater than is the case for

UNS Gas. UNS Gas is a regulated utility that sells a product that has no real substitutes

and is a product that consumers can do little to control the amount they use. As such,

UNS Gas and utilities are partially, if not largely, insulated from the impacts of depressed

5 economic conditions.

6

7

8

9

10

11

Second, the major impact of a recession will be to depress the profits of most enterprises.

As a  result ,  it  is  to be expected tha t  capita l costs  will decrease in tandem with a

significant recession. There is  no just ifica t ion for  increasing the profit  level of a

regulated utility such as UNS Gas at the same time that other enterprises are experiencing

lower profits.

12

13

14

15

Third, even if UNS Gas were to incur higher costs of debt and/or other capital costs, these

costs can be passed along to ratepayers at the next rate proceeding. Unregulated firms

cannot do this.

16

17

18

19

Fourth,  there is no indication that UNS Gas' r isks have increased since its last rate

proceeding. Absent a demonstration that UNS Gas' r isks have increased, there is no

justification for increasing its cost of equity.

20

21

22

23

24

Fifth,  the United States and global governments have and are taking extraordinary

measures to avoid a further worsening of the current market turmoil.  Most of these

measures are designed to put liquidity into the credit markets and make credit more

accessible again and, in the process, restore more confidence to the financial markets.

25 All of these measures  a re clea r ly designed to lower  the cost  of  capita l. In this



Direct Testimony of David C. Parcels
Docket No. G-04204A-08-0_71
Page 40

1

2

environment, it would be counter-productive to make any claim that UNS Gas should

have a higher return at this time due to the above-cited market turmoil.

3

4 XII.

5

6

Q-

TOTAL COST OF CAPITAL

What is the total cost of capital for UNS Gas?

7

8

9

10

Schedule 1 reflects the total cost of capital for the Company using UNS Gas' proposed

capital structure and cost  of debt a long with the range of common equity costs my

analyses support. The resulting total cost of capital is a range of 7.99 percent to 8.49

percent. I recommend that a 8.24 percent total cost of capital be established for UNS

Gas.

12 Q-

13

Does your cost of capital recommendation provide the company with a sufficient

level of earnings to maintain its financial integrity?

14

15

16

Yes, it  does.  Schedule 14 shows the pre-tax coverage that would result if UNS Gas

earned my cost of capital recommendation. As the results indicate, my recommended

range would produce a coverage level above the benchmark range for a BBB rated utility.

In addition, the debt ratio (which reflects the Company's proposed capital structure) is

within the benchmark for a BBB rated utility.

17

18

19

20

21

22

XIII. COMMENTS ON COMPANY TESTIMONY

Q, Have you reviewed the testimony and cost of capital recommendation of UNS Gas

witness Kenton C. Grant?

23

A.

A.

A. Yes, Shave. Mr. Grant is recommending the following cost of capital for UNS Gas.
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1

2
Percent Cost

3

Capital Item

Long-teml Debt 50.01% 6.49%

Weighted Cost

3.25%

4
Common Equity 49.99% 11.00% 5.50%

5
Total 100.0% 8.75%

6

7 Mr. Grant's 11.0 percent cost of common equity recommendation is derived as follows:

8

9

10
DCF

Range

9.5-11.2%%

Average

10. 1 %

11
CAPM 10.2-11.3% 10.7%

12
Risk Premium 10.2-11.5%

13

14 Q, Do you have any comments concerning Mr. Grant's DCF analysis and

recommendations?15

16 A.

17

18

I note that Mr. Grant's 10.1 percent DCF conclusion is based upon his application of a

DCF model to a group of 10 gas distribution utilities. This 10.1 percent average is nearly

identical to my 10.0 percent DCF mid-point.

19

20 Q. What are you comments concerning Mr. Grant's CAPM analysis and conclusions?

21 Mr. Grant's CAPM analysis takes the following form:

22 Risk-free rate 4.53%

23 Risk Premium = 7.1%

24

A.

Beta

August 2007 20-yr. T bonds Yield

MorningStar risk premium

Value Line
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1

2

3

4

5

6

7

8

9

My primary disagreement is with Mr. Grant's risk premium input. My disagreements

with Mr. Grant's risk premium are his exclusive reliance on the 1926-2007 arithmetic

average differences between large company stocks (i.e., S&P 500) and long-term

Treasury bonds. As I indicated earlier in my testimony, it is preferable to use multiple

sources of risk premium measures, as I have done. Mr. Grant's 7.1 percent risk premium

used only arithmetic returns, and ignores geometric (compound) returns in deriving the

risk premium component of the CAPM. This is not proper. It is apparent that investors

have access to both types of returns, and correspondingly use both types of returns, which

they make investment decisions.

10

11

12

13 I

14

In fact, it is noteworthy that mutual fund investors regularly receive reports on their own

funds, as well as prospective funds they are considering investing in, that show only

geometric returns. Based on this, find it difficult to accept Mr. Grant's position that

only arithmetic returns are considered by investors, and, thus, only arithmetic returns are

15 appropriate in a CAPM context.

16

17

18

19

20

21

22

23

24

25

I also disagree with Mr. Grant's 7.1 percent risk premium since it improperly used

"income returns" from the Morningstar study rather than "total returns." What Mr. Grant

did was compare the differential between total returns for common stocks (i.e., dividends

and capital gains) and only income returns for Treasury bonds. As such, he has ignored

the capital gains component of the Treasury bonds return. As I indicated in my earlier

testimony, the differential between total returns of common stocks and Treasury bonds, is

5.6 percent on an arithmetic basis. In addition, Mr. Grant's use of the Morningstar study

only used half of the reported data (arithmetic means) and ignored the other half of the

reported data (geometric means).
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1

2

3

4

5

6

7

It is apparent that, when Mr. Grant's historic risk premium estimate is updated for the

inclusion of 2008 data, a much different picture emerges. The 1926-2008 differential

between the arithmetic returns of the S&P 500 and long-term government bonds has

declined from 6.5 percent to 5.6 percent (i.e., 11.7 percent total return for S&P 500 minus

6.1 percent total return for long-term government bonds), a reduction of 90 basis points.

A similar update of his "income retllm" would have the effect of reducing his CAPM risk

premium to 6.5 percent, or 60 basis points.

8

9 Q- What are your comments about Mr. Grant's equity risk premium method and

10 results?

11

12

13

14

15

16

17

18

Mr. Grant's equity risk premium method looks at the relationship between state

regulatory commission return on equity awards and corresponding public utility bond

yields over the period 2003 -- mid 2008. On page 23 and KeG-ll, he concludes that a

range of 3.75 percent to 5.0 percent reflects the appropriate spread between the cost of

equity and utility bond yields, reflecting the average value of the spread (i.e., 4.375

percent) plus or minus one standard deviation. I do not believe that the upper portion of

Mr. Grant's 3.75 percent to 5.5 percent equity risk premium range is appropriate.

Consider, for example, the average awarded returns on equity and triple-B bond yields

19

20

over the past few years:

Year Auth. ROE Baa Yields

21 2005 10.54% 5.93%

Spread

4.61 %

22 2006 10.36% 6.32% 4.04%

23 2007 10.36% 6.33% 4.03%

24 2008 10.46% 7.25% 3.21%

25

A.

Average 3.97%
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1

2

3

4

This indicates an average equity r isk premium of about 4 percent over  this per iod.

Combining this 4 percent equity risk premium with Mr. Grant's estimate of 6.48 percent

for public utility bonds in August results in a cost of equity of about 10.5 percent, the top

end of my recommended range.

5

6 Q- Mr. Grant also makes an adjustment for the size of UNS Gas, is this proper?

7

8

9

No, it is not. UNS Gas does not raise its own equity capital (as it comes from UniSource

Energy) and its debt is guaranteed by UES. As a result,  it  is these entities that are

evaluated by investors and it is the size of these entities that investors consider.

10

11

12 Q.

13

XIV. FAIR VALUE RATE BASE (¢¢FVRB") COST OF CAPITAL

What is your understanding of UNS Gas's position on the issue of fair value rate

base and related cost of capital implications?

14

15

It is my understanding that UNS Gas is requesting that a 6.80 percent cost of capital be

applied to the level of its FVRB.

16

17 Q-

18

What is your understanding of the commission's procedure for utilizing the fair

value of rate base in setting utility rates?

19

20

21

My "non-legal understanding" is that the Commission must consider the fair value of a

utility's assets in setting rates. However ,  I do not  agree that  this  implies that  the

Company's cost of capital must be applied to the fair value of the rate base.

22

A.

A.

A.
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1 Q,

2

Are you aware that the Commission has recently conducted a "remand" hearing on

the issue of regulatory treatment of FVRB for Chaparral City Water Company?

3

4

5

6

7

8

Yes, I am. In January of 2008, the Commission conducted a public hearing in response

to a remand by the Arizona Court of Appeals (No. CA-CC 05-00212 in Chaparral City

Water Company (Docket No. W-02113A-04-0616). The purpose of this hearing was to

determine the appropriate cost of capital to be applied to an Arizona utility's fair value

rate base. The Commission's Decision No. 70441 in this proceeding established a Fair

Value Rate of Return ("FVROR") by subtracting the inflation rate from the cost of

9 equity.

10

11 Q- What is your understanding of the use of FVRB in Arizona?

12

13

14

My "non-legal understanding" is based in part on the2006 Arizona Court of Appeals in

the Chaparral City case that indicates that the Court agreed with the Commission that

"the cost of capital analysis 'is geared to concepts of original cost measures of rate base,

not fair value measures of rate base ...."15 The decision goes on to make the following

16

17

18

19

20

statement: "If the Commission determines that the cost of capital analysis is not the

appropriate methodology to determine the rate of return to be applied to the FVRB, the

Commission has the discretion to determine the appropriate methodology." It is

correspondingly the purpose of this section of my testimony to recommend an

"appropriate methodology" for use in conjunction with a FVRB.

21

A.

A.

z CA-CC 05-0002, Memorandum Decision dated February 13, 2007.
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1 Q-

2

3

Do you have any observations based upon your own experience in cost of capital

determination, as to whether a cost of capital developed for application to an

original cost rate base is consistent with a FVRB?

4

5

Yes, I do. It is my personal experience, based upon over 35 years of providing cost of

capital testimony, that the concept of cost of capital is designed to apply to an original

6 cost rate base. This is the case since the cost of capital is derived from the

7

8

9

10

11

12

13

14

15

liabilities/owners' equity side of a utility's balance sheet using the book values of the

capital structure components. The cost of capital, once determined, is then applied to

(i.e., multiplied by) the rate base, which is derived from the asset side of the balance sheet

(i.e., OCRB). From a financial perspective, the rationale for this relationship is that the

rate base is financed by the capitalization. Under this relationship, a provision is

provided for investors (both lenders and owners) to receive a return on their invested

capital. Such a relationship is meaningful as long as the cost of capital is applied to the

original cost (i.e., book value) rate base, because there is a matching of rate base and

capitalization.

16

17

18

19

20

21

When the concept of fair value rate base is incorporated, however, this link between rate

base and capital structure is broken. The amount of fair value rate base that exceeds

original cost rate base is not financed with investor-supplied funds and, indeed, is not

financed at all. As a result, a customary cost of capital analysis cannot be automatically

applied to the fa ir  value ra te base since there is no financial link between the two

22

23

24

A.

concepts. In my "non-legal" opinion, both the Commission and Appeals Court have also

recognized this lack of compatibility between a customary weighted cost of capital

("WCOC") analysis and FVRB.
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1 Q-

2

Why is it important that there be a link between the concepts of rate base and cost

of capital?

3

4

5

6

This link is important since financial theory indicates that investors should be provided

an opportunity to earn a return on the capital they provided to the utility. Since the

capital finances the rate base (in an original cost world), the link between cost of capital

and rate base satisfies this financial objective.

7

8 Q-

9

Based on your experience as a cost of capital witness over the past 35 years, do you

have a suggestion as to how to account for the use of a FVRB in setting rates for

UNS Gas?10

11

12

13

14

Yes, I do. Since the increment between fair value rate base and original cost rate base is

not financed with investor-supplied funds, it is logical and appropriate, from a financial

standpoint, to assume that this increment has no financing cost. As a result, the cost of

capital, through the capital structure, can be modified to account for a level of cost-free

15 capital in an equal dollar amount to the increment of FVRB over the OCRB. Such a

16 procedure would still provide for a return being earned on all investor-supplied funds and

would thus be consistent with financial standards.17

18

19 Q- Have you made such a proposal in this proceeding?

20

21

A.

A.

A. Yes, I have. As is shown below, I have developed a capital structure and FVROR that

applies to UNS Gas' FVRB.
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1

2

3
Fair

Value
4

Item Percent Cost Return
5

6
Long-tenn Debt

Common Equity

FVRB Increments

36.56%

36.55%

26.89%

6.49%

10.00%

0.00%

2.37%

3.66%

0.00%
7

8

9

10

Total FVRB Capital

Amount (000)

$99,265

99,242

73,015

$271,522 100.00% 6.03%

11

12

13

14

Applying this 6.03 percent to the FVRB provides for a return on all investor-supplied

capital and is therefore an appropriate rate to apply to the FVRB from a financial and

economic standpoint. As such, it provides for an appropriate fair value rate of return to

be applied to a FVRB.

15

16 Q- Have you developed an alternative method with which to apply a FVROR to a

FVRB?17

18 Yes, I have. Should the Commission detennine that there should be a specific return

(greater than zero) applied to the FVRB Increment, Shave provided such a procedure.19

20

21 Q- Why is it necessary to add a return on only the portion of FVRB that exceeds the

OCRB?22

23

24

The WCOC authorized by the Commission has already provided for a full cost of equity

return and cost of debt on the portions of equity and debt capital that are supporting the

A.

A.

3 FVRB minus OCRB .
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1

2

OCRB portion of the FVRB. As a result, there is no need to provide any additional

return on the portions of FVRB supported by common equity arid debt.

3

4

5

6

7

8

Stated differently, both the cost of debt and the return on common equity (i.e., capital

stock, paid-in capital, and retained earnings - the investment of common shareholders)

are already provided for in a traditional WCOC. Only the portion of the FVRB that

exceeds OCRB ("Fair Value Increment") needs to have a specific return identified in

order to reflect a return component on that Fair Value Increment.

9

10 Q- What is the proper cost rate to apply to the fair value increment?

11

12

13

14

15

16

17

18

19

20

21

22

23

24

A. As I indicated previously, from a financial perspective, it should not be necessary to

provide for any return on the Fair Value Increment since this is not investor-supplied

capital. However, the Commission may choose to evaluate this issue from both a

financial and a public policy perspective. I am aware that UNS Gas may claim that the

concept of fair value carries with it the notion that investors should receive some benefit

when fair value is greater than original cost and should suffer some detriment when fair

value is less than original cost. It is possible that the Commission may determine that

Arizona's fair value provision, which is somewhat unique, is not inconsistent with these

concepts. Nonetheless, the idea that the Company should receive some benefit from the

Fair Value Increment does not mean that one should automatically apply to the FVRB a

WCOC developed by reference to original cost rate base. If it is detennined that it is

desirable to provide an additional (non-zero) return on the Fair Value Increment, the

proper return should be no larger than the real (i.e., after inflation is removed) risk-free

rate of return.
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1 Q- What is the risk-free return?

2 The risk-free return is, in financial terms, the return on an investment that conies little or

3

4

5

6

7

8

no risk. Risk-free investments are universally defined as U.S. Treasury Securities, with

short-term maturities usually being used as the risk-free rate. Over the past several

months, various maturities of U.S. Treasury securities have yielded from about 0.05

percent (short-tenn) to 4.0 percent (long-term) in nominal terms. I also note that 2009-

2010 forecasts of U.S. Treasury securities are about 1.0 percent to 4.5 percent. As a

result, I use 4.5 percent as the nominal risk-tree rate.

9

10 Q- What is the "real" risk-free rate?

11

12

13

14

15

The concept of real rates involves the removal of the rate of inflation from the nominal

risk-free rate. In 2008, the rate of inflation, as measured by the Consumer Price Index

("CPI"), was 0.1 percent. Forecasts of the CPI for 2009-2010 are about 1.5 percent to 2.2

percent. As a result, I propose to use a 2.0 percent inflation rate for computing the real

risk-free rate, which is computed as follows:

16

17 Nominal Risk-Free Rate 4.5%

18 Less: Inflation Rate 2.0%

19 Equals: Real Risk-Free Rate 2.5%

20

21 Q-

22

Please explain why UNS Gas' FVROR should consider the real risk-free rate, as

opposed to the nominal risk-free rate.

23

24

25

A.

A.

A. The investors of UNS Gas are already receiving an inflation factor due to the inclusion of

inflation in the FVRB Increment. Specifically, the Fair Value Increment incorporates

inflation by considering the current value of assets, which reflect, in part, past inflation.
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1 It would be double-counting to also include the inflation components in the return to be

2 applied to the FVRB Increment.

3

4 Q- What return on the Fair Value Increment do you recommend in your alternative

5 FVROR proposal?

6

7

8

9

10

My alternative FVROR proposal incorporates a return on the Fair Value Increment with a

maximum value of 2.5 percent, as developed above. However, I wish to emphasize that

this  2 .5  percent  va lue is  the maximum va lue tha t  could be applied to the FVRB

Increment. In reality, any value between zero percent and 2.5 percent could be used as

the cost rate on the FVRB Increment. As I stated above, this Fair Value Increment return

11

12

13

14

15

16

is in addition to the return that the Company's investors already earn on their investment

in the Company. In this sense, an above-zero cost rate for the fair  value increment

represents a bonus to the Company that would have to find its justification in policy

considerations instead of in pure economic or financial principles, for that reason, the

selection of an appropriate cost rate within this range should fall to the Colnmission's

discretion. I would propose the mid-point of this range, or 1.25 percent.

17

18 Q~ What is the resulting impact of your alternative proposal in this proceeding?

.19 I am proposing the following modified FVROR for UNS Gas :

20

21
Percent Cost Return

22

Capital Item

Long-term Debt 36.56% 6.49% 2.37%

23
Common Equity

FVRB Increment

36.55% 10.00% 3.66%

24
26.89% 1.25% 0.34%

25

A.

A.

Total 100.00% 6.37%
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1

2

As shown in the above table, this alternative proposal provides for a non-zero return on

the Fair Value Increment of UNS Gas, and provides for an overall fair value rate of return

3 of 6.37 percent on the FVRB.

4

Q- Does this conclude your direct testimony?

6

5

A. Yes, it does.
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UNS GAS INC
TOTAL COST OF CAPITAL

Item Percent Cost Weighted Cost

Long-Term Debt 50.01% 6.49% 3.25%

Common Equity 49.99% 950% 10.50% 4.75% 5.25%

Total 100.00% 7.99% 8.49%

8.24% Mid-point
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ECONOMIC INDICATORS

Year

Real
GDP

Growth*

Industrial
Production

Growth

Un-
employment

Rate
Consumer
Price Index

Producer
Price Index

1975 - 1982 Cycle

1975
1976
1977
1978
1979
1980
1981
1982

-1.1%
5.4%
5.5%
5.0%
2.8%
-0.2%
1.8%
-2.1%

-89%
10.8%
5.9%
5.7%
4.4%
-1 .9%
1.9%
-4.4%

8.5%
7.7%
7.0%
6.0%
5.8%
7.0%
7.5%
9.5%

7.0%
4.8%
6.8%
9.0%

13.3%
12.4%
8.9%
3.8%

6.6%
3.7%
6.9%
9.2%

12.8%
11.8%
7.1%
3.6%

1983 _ 1991 Cycle
1983
1984
1985
1986
1987
1988
1989
1990
1991

4.0%
6.8%
3.7%
3.1%
2.9%
3.8%
3.5%
1.8%
-0.5%

3.7%
9.3%
1.7%
0.9%
4.9%
4.5%
1.8%
-0.2%
-2.0%

9.5%
7.5%
7.2%
7.0%
6.2%
5.5%
5.3%
5.6%
6.8%

3.8%
3.9%
3.8%
1. t%
4.4%
4.4%
4.6%
6.1%
3.1%

0.6%
1.7%
1.8%
-2.3%
2.2%
4.0%
4.9%
5.7%
-0.1%

1992 - 2001 Cycle
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

3.0%
2.7%
4.0%
2.5%
3.7%
4.5%
4.2%
4.5%
3.7%
0.8%

3. 1 %
3.3%
5.4%
4.B%
4.3%
7.2%
5.9%
4.3%
4.2%
-3.4%

7.5%
6.9%
8.1%
5.6%
5.4%
4.9%
4.5%
4.2%
4.0%
4.7%

2.9%
2.7%
2.7%
2.5%
3.3%
1.7%
1.6%
2.7%
3.4%
1.6%

1.6%
0.2%
1.7%
2.3%
2.8%
-1 .2%
0.0%
2.9%
3.6%
-1 .6%

Current Cycle
2002
2003
2004
2005
2006
2007
2008

1.6%
2.5%
3.6%
2.9%
2.8%
2.0%
1.1%

-0.1%
1.3%
2.5%
3.3%
2.3%
1.5%
-2.2%

5.a%
6.0%
5.5%
5.1%
4.6%
4.5%
5.8%

2.4%
1.9%
3.3%
3.4%
2.5%
4.1%
0.1%

1.2%
4.0%
4.2%
5.4%
1.1%
6.2%
-0.9%

*GDP=Gross Domestic Product

Source: Council of Economic Advisors, Economic Indicators, various issues.
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ECONOMIC INDICATORS

Year

Real
GDP

Growth*

Industrial
Production

Growth

Un-
employment

Rate
Consumer
Price Index

Producer
Price Index

2002
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

2.7%
2.2%
2.4%
0.2%

-3.8%
-1.2%
0.8%
1.4%

5.6%
5.9%
5.8%
5.9%

2.8%
0.9%
2.4%
1.6%

4.4%
-2.0%
12%
0.4%

2003
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1.2%
3.5%
7.5%
2.7%

1.1%
-0.9%
-0.9%
1.5%

5.8%
6.2%
6.1%
5.9%

4.8%
0.0%
3.2%
-0.3%

5.6%
-0.5%
3.2%
2.8%

2004
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

3.0%
3.5%
3.6%
2.5%

2.8%
4.9%
4.6%
4.3%

5.6%
5.6%
5.4%
5.4%

5.2%
4.4%
0.8%
3.6%

5.2%
4.4%
0.8%
7.2%

2005
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

3.0%
2.6%
3.8%
1.3%

3.8%
3.0%
2.7%
2.9%

5.3%
5.1%
5.0%
4.9%

4.4%
1.6%
8.8%
-2.0%

5.6%
-0.4%
14.0%
4.0%

2006
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

4.8%
2.7%
0.8%
1.5%

3.4%
4.5%
5.2%
3.5%

4.7%
4.6%
4.7%
4.5%

4.8%
4.8%
0.4%
0.0%

-0.2%
5.6%
-4.4%
3.6%

2007
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

0.1%
4.8%
4.8%
-0.2%

2.5%
1.6%
1.8%
2.2%

4.5%
4.5%
4.6%
4.8%

4.8%
5.2%
1.2%
6.4%

6.4%
6.8%
1.2%

10.8%

2008
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

0.9%
2.8%
-0.5%
-6.3%

1.8%
-0.4%
-3.2%
-6.6%

4.9%
5.3%
6.0%
6.9%

2.8%
7.6%
2.8%

-13.6%

9.6%
14.0%
-0.4%

-27.6%

2009
1st Qtr. -6.1% -11.8% 8.1% 2.4% -1 .2%

Source: Council of Economic Advisors, Economic Indicators, various issues.
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INTEREST RATES

Yea r

Prime
Rate

US Treas
T Bills

3 Month

US Treas
T Bonds
10 Year

Utility
Bonds
Aaa

Utility
Bonds

Aa

Utility
Bonds

A

Utility
Bonds
Baa

1975

1976

1977

1978

1979

1980

1981

1982

7.86%
6.84%
6.83%
9.06%

12.67%
15.27%
18.89%
14.86%

5.84%
4.99%
5.27%
7.22%

10.04%
11.51%
14.03%
10.69%

1975 - 1982 Cycle
7.99% 9.03%
7.61% 8.63%
7.42% 8.19%
8.41 % 8.87%
9.44% 9.86%

11.46% 12.30%
13.93% 14.64%
13.00% 14.22%

1983 - 1991 Cycle
11.10% 12.52%
12.44% 12.72%
10.62% 11.68%
7.68% 8.92%
8.39% 9.52%
8.85% 10.05%
8.49% 9.32%
8.55% 9.45%
7.86% 8.85%

9.44%
8.92%
8.43%
9.10%
10.22%
13.00%
15.30%
14.79%

10.09%
9.29%
8.61%
9.29%

10.49%
13.34%
15.95%
15.86%

10.96%
9.82%
9.06%
9.62%

10.96%
13.95%
16.60%
16.45%

1983

1984

1985

1986

1987

1988

1989

1990

1991

10.79%
12.04%
9.93%
8.33%
8.21%
9.32%

10.87%
10.01%
8.46%

8.63%
9.58%
7.48%
5.98%
5.82%
6.69%
8.12%
7.51%
5.42%

12.83%
13.66%
12.06%
9.30%
9.77%

10.26%
9.56%
9.65%
9.09%

13.66%
14.03%
12.47%
9.58%
10.10%
10.49%
9.77%
9.86%
9.36%

14.20%
14.53%
12.96%
10.00%
10.53%
11.00%
9.97%

10.06%
9.55%

1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

6.25%
6.00%
7.15%
8.83%
8.27%
8.44%
8.35%
8.00%
9.23%
6.91 %

3.45%
3.02%
4.29%
5.51 %
5.02%
5.07%
4.81 %
4.68%
5.85%
3.45%

1992 _ 2001 Cycle
7.01% 8.19%
5.87% 7.29%
7.09% 8.07%
6.57% 7.68%
6.44% 7.48%
8.85% 7.43%
5.28% 8.77%
5.85% 7.21%
6.03% 7.88%
5.02% 7.47%

8.55%
7.44%
8.21%
7.77%
7.57%
7.54%
6.91%
7.51 %
8.06%
7.59%

8.69%
7.59%
8.31%
7.89%
7.75%
7.60%
7.04%
7.62%
8.24%
7.78%

8.86%
7.91%
8.63%
8.29%
8.16%
7.95%
7.26%
7.88%
8.36%
8.02%

Current Cycle
2002
2003
2004
2005
2006
2007
2008

4.67%
4.12%
4.34%
6.19%
7.96%
8.05%
5.09%

1.62%
1.02%
1.38%
3.16%
4.73%
4.41%
1.48%

4.61%
4.01 %
4.27%
4.29%
4.80%
4.63%
3.66%

[1] 7.19%
6.40%
6.04%
5.44%
5.84%
5.94%
6.18%

7.37%
6.58%
6.16%
5.65%
6.07%
6.07%
6.53%

8.02%
6.84%
6.40%
5.93%
6.32%
6.33%
7.25%

[1] Note: Moody's has not published Aaa utility bond yields since 2001 .

Sources: Council of Economic Advisors, Economic indicators, Moody's Bond Record; Federal
Reserve Bulletin; various issues.
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Year
Prime
Rate

US Treas
T Bills

3 Man ff

US Treas
T Bonds
10 Year

Utility
Bonds

As

Utility
Bonds

A

utility
Bonds
Baa

2003
Jan
Feb
Mar
Apr
May
June
July
Aug
Sept
OCR
Nov
Dec

4.25%
4.25%
4.25%
4.25%
4.25%
400%
400°/v
4.00%
4oo%
4.00%
4.00%
400%

117%
116%
1.13%
1.14%
1.08%
0.95%
0.90%
0.95%
0.95%
0.93%
0.94%
0.90%

4.05%
3.90%
3.81%
3.96%
3.57%
3.33%
3.98%
4.45%
4.27%
4.29%
4.30%
4.27%

6.87%
6.66%
6.56%
6.47%
6.20%
5.12%
6.39%
6.48%
6.30%
6.28%
6.26%
6.13%

7.06%
8.93%
8.79%
8.54%
6.36%
621%
6.57%
878%
6.56%
8.43%
6.37%
5.27%

7.47%
7.17%
7.05%
8.94%
6.47%
8.30%
8.67%
7.08%
6.87%
6.79%
6.59%
6.51%

2004
Jan
Feb
Mar
Apr
May
June
July
Aug
Sepl
ac:
Nov
Dec

4.00%
4.00%
4.00%
4.00%
4.00%
4.00%
4.25%
4.50%
4.75%
4.75%
5.00%
5.25%

0.89%
0.92%
0.94%
034%
104°/u
127%
135%
1.48%
1.65%
1.75%
2.05%
2.20%

4.15%
408%
333%
435%
412%
413%
450%
428%
4.13%
4.10%
4.19%
4.23%

606%
640%
583%
633%
666°/n
530%
6.09%
5.95%
5.79%
5.74%
5.79%
5.78%

6.15%
8.15%
5.97%
B.35%
6.82%
5.45%
6.27%
6.14%
5.98%
5.94%
5.97%
5.92%

6.47%
5.28%
5.12%
6.46%
6.75%
6.84%
6.67%
6.45%
6.27%
6.17%
6.16%
640%

2005
Jan
Feb
Mar
Apr
May
June
July
Aug
Sept
O f
Nov
Dec

525%
550%
575%
575%
530%
525%
625%
650%
8.75%
8.75%
7.00%
7.25%

2.32%
2.53%
2.75%
2.79%
2.86%
2.99%
322%
3.45%
3.47%
310%
3.90%
3.89%

422%
4.17%
45f)%
434°/1
414%
400%
4.18%
426%
420%
446%
454%
4.47%

5.58%
5.55%
5.76%
5.56%
5.39%
5.05%
5.18%
5.23%
5.27%
5.50%
559%
555%

5.78%
5.61%
5.83%
5.64%
5.53%
5.40%
5.51%
5.50%
5.52%
5.79%
5.88%
5.80%

5.95%
5.76%
6.01%
5.95%
5.88%
5.70%
5.81%
5.80%
5.83%
6.08%
5.19%
6.14%

20os
Jan
Feb
Mar
Apr
May
June
July
Aug
Sept
OM
Nov
Dec

7.50%
7 50%
715%
775%
8.00%
B.25%
B.25%
8.25%
B25%
8.25%
8.25%
8.25%

4.20%
4.41 %
451 as
459%
4.72%
4.79%
4.96%
4.98%
432%
4.89%
4.95%
4.85%

4.42%
4.57%
4.72%
4.99%
5.11%
5.11%
5.09%
4.88%
4.72%
4.73%
4.60%
4.55%

5.50%
5.55%
5.71%
6.02%
6.16%
6.16%
6.13%
5.97%
5.81%
5.80%
5.61 %
5.62%

5.75%
5.82%
5.98%
6.29%
6.42%
6.40%
6.37%
6.20%
6.00%
5.98%
5.80%
5.81 %

6.06%
6.11%
6.26%
6.54%
6.59%
6.61 %
6.61 %
6.43%
6.26%
6.24%
6.04%
6.05%

2007
Jan
Feb
Mar
Apr
May
June
July
Aug
Sept
O f
Nov
Dec

B.25%
B.25%
8.25%
8.25%
8.25%
8.25%
8.25%
8.25%
7.75%
7.50%
7.50%
I.25%

4.96%
5.02%
4.97%
4.88%
4.77%
4.63%
4.84%
4.34%
4.01 %
3.97%
3.49%
3.08%

4.76%
472%
4.58%
4.69%
4.75%
5.10%
500%
457%
4.52%
4.53%
4.15%
4.10%

5.78%
5.73%
5.66%
5.83%
5.86%
s18%
611%
6.11%
6.10%
6.04%
5.87%
6.03%

5.96%
5.90%
5.85%
5.97%
5.99%
6.30%
6.25%
6.24%
6.18%
6.11%
5.97%
6.16%

6.16%
6.10%
6.10%
6.24%
6.23%
6.54%
6.49%
6.51%
6.45%
6.36%
6.27%
6.5t%

2008
Jan
Feb
Mar
Apr
May
June
July
Aug
Sept
o n
Nov
Dec

5.00%
6.00%
5.25%
5.00%
5.00%
5.00%
5.00%
5.00%
5.00%
4.00%
4.00%
3.25%

2.86%
2.21 %
1 .CB%
1 .32%
1 .71%
1 .90%
1 .72%
1 .79%
1 .46%
034%
0.30%
004%

3.74%
3.74%
3.51%
358%
3.88%
4.10%
4.01 %
389%
3.69%
3.81%
3.53%
242%

5.87%
6.04%
5.99%
5.99%
6.07%
6.19%
6.13%
699%
6.13%
6.95%
6.83%
s9s%

5.02%
621%
6.21%
8.29%
6.27%
6.38%
6.40%
6.37%
6.49%
7.56%
7.60%
6.54%

6.35%
6.60%
6.66%
6.82%
6.79%
6.93%
6.97%
6.98%
7.15%
8.58%
8.98%
8.13%

2009
Jan
Feb
Mar
Apr

3.25%
3.25%
3.25%
3.25%

0.12%
0.31%
0.25%
0.w%

2.52%
2.87%
2.82%
2.93%

6.01 %
5.11%
6.14%
5.20%

6.39%
6.30%
6.42%
6.48%

7.90%
7.74%
8.00%
8.03%

Note: Moody's has not published Ala utility bond yields since 2001 .

Sources: Council of Economic Advisors, Economic Indicators, Moody's Bond Record, Federal
Reserve Bulletin, various issues.
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STOCK PRICE INDICATORS

Year
S&P NASDAQ

Composite [1] Composite [1] DJIA
S&P
D/P

S&P
E/P

1975 - 1982 Cycle
1975
1976
1977
1978
1979
1980
1981
1982

802.49
974.92
894.63
820.23
844.40
891 .41
932.92
884.36

4.31 %
3.77%
4.62%
5.28%
5.47%
5.26%
5.20%
5.81%

9.15%
8.90%

10.79%
12.03%
13.46%
12.66%
11.96%
11.60%

1983 - 1991 Cycle

[1]

4.40%
4.64%
4.25%
3.49%
3.08%
3.64%
3.45%
3.61 %
3.24%

8.03%
10.02%
8.12%
6.09%
5.48%
8.01%
7.41%
6.47%
4.79%

1983
1984
1985
1986
1987
1988
1989
1990
1991

[1]
322.84
334.59
376.18 491.69

1,190.34
1,178.48
1,328.23
1,792.76
2,275.99
2,060.82
2,508.91
2,678.94
2,929.33

1992 - 2001 Cycle
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

415.74
451.21
460.42
541 .72
670.50
873.43

1 ,085.50
1,327.33
1,427.22
1,194.18

599.26
715.16
751.65
925.19

1,164.96
1,469.49
1,794.91
2,728.15
3,783.67
2,035.00

3,284.29
3,522.06
3,793.77
4,493.76
5,742.89
7,441.15
8,625.52

10,464.88
10,734.90
10,189.13

2.99%
2.78%
2.82%
2.56%
2.19%
1.77%
1.49%
1.25%
1.15%
1.32%

4.22%
4.46%
5.83%
8.09%
5.24%
4.57%
3.48%
3.17%
3.63%
2.95%

Current Cycle
2002
2003
2004
2005
2006
2007
2008

993.94
965.23

1,130.65
1,207.23
1,310.46
1,477.19
1,220.04

1,539.73
1,647.17
1 ,986.53
2,099.32
2,263.41
2,578.47
2,161.65

9,226.43
8,993.59

10,317.39
10,547.67
11,408.67
13,169.98
11,252.62

1.61%
1.77%
1.72%
1.83%
1.87%
1.86%
2.37%

2.92%
3.84%
4.89%
5.36%
5.78%
5.29%
3.55%

[1] Note: this source did not publish the S&P Composite prior to 1988 and the NASDAQ
Composite prior to 1991 .

Source: Council of Economic Advisors, Economic Indicators, various issues.
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STOCK PRICE INDICATORS

YEAR
S&P

Composite
NASDAQ

Composite DJIA
S&P
DIP

S&P
EIP

2002
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,131 .56
1,068.45
894.65
887.91

1,879.85
1,641.53
1,308.17
1,346.07

10,105.27
9,912.70
8,487.59
8,400.17

1.39%
1.49%
176%
1.79%

2.15%
2.70%
3.68%
3.14%

2003
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

860.03
938.00

1,000.50
1,056.42

1 ,350.44
t ,521.92
1 ,765.96
1,934.71

8,122.83
8,684.52
9,310.57
9,856.44

1.89%
1.75%
1.74%
1.69%

357%
3.55%
3.87%
4.38%

2004
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr,

1,133.29
1,122.87
1,104.15
1,162.07

2,041.95
1,984.13
1,872.90
2,050.22

10,488.43
10,289.04
10,129.85
10,362.25

1.64%
1.71%
1.79%
1.75%

4.62%
4.92%
5.18%
4.83%

2005
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,191 .98
1,181.65
1,225.91
1,262.07

2,056.01
2,012.24
2,144.61
2,246.09

10,648.48
10,382.35
10,532.24
10,827.79

1.77%
1.85%
1.83%
1.86%

5.11%
5.32%
5.42%
5.60%

2006
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,283.04
1 ,281 .77
1,288.40
1,389.48

2,287.97
2,240.46
2,141.97
2,390.26

10,996.04
11,188.84
11,274.49
12,175.30

1.85%
1.90%
1.91%
1.81%

5.61%
5.86%
5.88%
5.75%

2007
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,425.30
1,496.43
1,490.81
1,494.09

2,444.85
2,552.37
2,609.68
2,701 .59

12,470.97
13,214.26
13,488.43
13,502.95

1.84%
1.82%
1.86%
1.91%

5.85%
5.65%
5.15%
4.51%

2008
1st Qtr.
2nd Qtr.
3rd Qtr.
4th Qtr.

1,350.19
1,371.65
1,251.94
909.80

2,332.91
2,426.26
2,290.87
1 ,599.64

12,383.86
12,508.59
11,322.40
8,795.61

2.11%
2.10%
2.29%
2.98%

4.57%
401%
3.94%
1.65%

2009
1st Qtr. 809.31 1,485.14 7,774.06 3.00%

[1] Note; this source did not publish the S84P Composite prior to 1988 and the NASDAQ
Composite prior to 1991 _

Source: Council of Economic Advisors, Economic Indicators, various issues.
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UNISOURCE ENERGY CORPORATION
SEGMENT FINANCIAL INFORMATION

2006 _ 2008
($miIIions)

Segment
Operating
Revenues

Operating
Income

Total
Assets

2006

Tucson Electric Power Co $989
75.6%

$216
90.0%

$2,623
82.3%

UNS Gas $162
12.4%

$13
5.4%

$253
7.9%

ans Electric $160
12.2%

$13
5.4%

$195
6.1%

All Other $14
1.1% 0.0%

$1 ,038
32.6%

Unisource Energy $1 ,308 $240 $3,187

2007

Tucson Electric Power Co $1 ,071
77.6%

$189
88.7%

$2,573
80.8%

UNS Gas $151
10.9%

$12
5.6%

$276
8.7%

UNS Electric $169
12.2%

$12
5.6%

$231
7,3%

All Other $1 ,077
33.8%

$12
0.9% 0.0%

Unisource Energy $1,381 $213 $3,186

2008

Tucson Electric Power Co $1 ,079
772%

$107
73.8%

$2,842
81 .0%

UNS Gas $174
12.4%

$20
13.8%

$294
8.4%

UNS Electric $195
13.9%

$12
8.3%

$285
8.1%

All Other $23
1.6% 0.0%

$t,061
30.2%

Unisource Energy $1 ,398 $145 $3,510

UNS Gas, TEP and UNS Electric figures do not total to Unisource Energy consolidated
figures due to other activities of Unisource Energy.

Source: Unisource Energy Corporation 2008 Form 10-K.
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UNS GAS
CAPITAL STRUCTURE RATIOS

2003 - 2008
($millions)

YEAR
COMMON
EQUlTY

LONG-TERM
DEBT

SHORT-TERM
DEBT

2004 $58.8
37.0%
37.0%

$100.0
63.0%
63.0%

0.0%

2005 $79.8
44.4%
44.4%

$100.0
55.6%
55.6%

0.0%

2006 $84.2
45.7%
45.7%

$100.0
54.3%
54.3%

0.0%

2007 $88.3
46.9%
46.9%

$100.0
53.1%
53.1%

0.0%

2008 $96.7
49.2%
49.2%

$100.0
50.8%
50.8%

0.0%

Source: Response to DP 5.2
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UNISOURCE ENERGY CORP
CAPITAL STRUCTURE RATIOS

2003 _ 2008
($miIIions)

YEAR
COMMON
EQUITY

LONG-TERM
DEBT

SHORT-TERM
DEBT

2004 $581
31.6%
31.6%

$1 ,258
68.4°/o
68.4%

$0
0.0%

2005 $617
33.6%
33.7%

$1,212
66.1%
66.3%

$5
0.3%

2006 $654
34.9%
35.8%

$1,171
62.5%
64.2%

$50
2.7%

2007 $690
40.7%
41 .0%

$994
58.7%
59.0%

$10
0.6%

2008 $679
33.9%
34.1 %

$1,314
65.6%
65.9%

$10
0.5%

Source: Unisource Energy Corporation 2008 Form 10-K.
Item 6. - Selected Consolidated Financial Data



Schedule 4
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UNISOURCE ENERGY AND UTILITY SUBSIDIARIES
CAPITAL STRUCTURE RATIOS

2008
($miIlions)

YEAR
COMMON
EQUITY

LONG-TERM
DEBT

SHORT~TERM
DEBT

Unisource
Energy

consolidated

$679.3
33.9%
34.1%

$1 ,313.6
65.6%
65.9%

$10.0
0.5%

UNS Gas $96.7
49.2%
49.2%

$100.0
50.8%
50.8%

0.0%

UNS Electric $83.8
43.7%
43.7%

$108.0
56.3%
56.3%

0.0%

TEP $583.6
39.0%
39.2%

$903.6
60.4%
60.8%

$10.0
0.7%

Source for Unisource Energy Consolidated and TEP is 2008 10-K
Source for UNS Gas and UNS Electric is Response to DP 5.2



Exhibit (DCP-1 )
Schedule 5

PROXY GROUPS
COMMON EQUITY RATIOS

COMPANY 2004 2005 2006 2007 2008 Average 2012-2014

Parcell Proxy Group

Avista Corp.
Hawaiian Electric Industries, Inc
Northeast Utilities
Pinnacle West Capital Corp.
Pep co Holdings, Inc.
TECO Energy, inc.
Westar Energy, inc.

41 .9%
51 .0%
34.0%
53.3%
39.6%
24.9%
45.5%

40.6%
53.3%
35.1%
56.8%
42.3%
30.0%
47.2%

46.3%
48.6%
39.7%
51.6%
45.1%
35.0%
49.3%

59.0%
51 .0%
39.2%
53.0%
45.9%
39.0%
48.9%

50.5%
52.5%
38.1%
53.0%
48.5%
38.5%
49.9%

47.0%
51.3%
37.2%
53.5%
44.3%
33.5%
48.2%

52.5%
55.5%
44.5%
52.5%
48.5%
42.0%
54.0%

Average 41.5% 43.6% 45.1% 48.0% 47.3% 45.0% 49.9%

Grant Comparable Company Group

AGL Resources
At nos Energy Corp
Laclede Group
New Jersey Resources Corp
NICOR Inc
Northwest Natural Gas Co
Piedmont Natural Gas Co
South Jersey Industries
Southwest Gas Corp
WGL Holdings

46.0%
56.8%
48.3%
59.7%
60.1%
54.0%
56.4%
51 .0%
35.8%
57.2%

48.1 %
42.3%
51 .8%
58.0%
62.5%
53.0%
58.6%
55.1%
36.2%
58.6%

49.8%
43.0%
50.4%
65.2%
63.7%
53.7%
51 .7%
55.3%
39.4%
60.4%

49.8%
48.0%
54.6%
62_7%
69.0%
53.7%
51 .6%
57.3%
41 .9%
60.3%

49.7%
49.2%
55.5%
61 .5%
68.4%
55.1 %
52.8%
60.8%
44.7%
62.4%

48.7%
47.9%
52.1 %
61 .4%
64.7%
53.9%
54.2%
55.9%
39.6%
59.8%

55.0%
51 .0%
53.0%
67.0%
74.0%
53.0%
53.0%
59.5%
49.0%
64.5%

Average 52.5% 52.4% 53.3% 54.9% 56.0% 53.8% 57.9%

Source: Value Line Investment Survey.
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PROXY COMPANIES

Company

Market Percent Reg
Capitalization Elem or Gas
($ millions) Revenues

S&P
Bond

Rating

Moody's
Bond

Rating

Common
Equity
Ratio

Value
Line

Safety

Unisource Energy $900 85% BBB Baa2 27% 3

Parcell Proxy Group

Avista Corp.
Hawaiian Electric Industries, Inc.
Northeast Utilities
Pinnacle West Capital Corp.
Pep co Holdings, Inc.
TECO Energy, Inc.
Westar Energy, Inc.

$1 ,100
$1 ,900
$3,600
$3,500
$3,400
$2,200
$1 ,800

50%
85%
81%
93%
73%
62%
70%

BBB+
BBB+
BBB+
BBB-
BBB+
BBB-
BBB-

Baa2
Baa2
Baal
Baa2

AS
Baa2
Baa2

52%
53%
38%
53%
44%
39%
50%

3
2
3
2
3
3
2

Grant Comparable Company Group

AGL Resources
At nos Energy Corp
Laclede Group
New Jersey Resources Corp
NICOR Inc
Northwest Natural Gas Co
Piedmont Natural Gas Co
South Jersey Industries
Southwest Gas Corp
WGL Holdings

$2,000
$1 ,900
$850

$1 ,400
$1 ,300
$1,000
$1 ,700
$1 ,000
$800

$1 ,500

56%
52%
50%
30%
85%
98%
75%
58%
84%
59%

A_

BBB+
BBB+

NR
AA
AA-

A
A

BBB-
AA_

AS
Baan
Baa t
NR
A1
A2
AS
AS

Baan
A2

39%
46%
57%
49%
44%
45%
43%
47%
43%
50%

2
2
2
t
3
1
2
2
3
1

Sources: AUS Utility Reports, Value Line.
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COMPARISON COMPANIES
DIVIDEND YIELD

COMPANY DPS
February -April 2009

HIGH LOW AVERAGE YIELD

Parcell Proxy Group

Avesta Corp.
Hawaiian Electric industries, Inc.
Northeast Utilities
Pinnacle West Capital Corp.
Pep co Holdings, Inc.
TECO Energy, inc.
Westar Energy, Inc.

$0.72
$1 .24
$0.95
$2.10
$1 .08
$0.80
$1 .20

$19.52
$22.73
$25.25
$35.13
$18.71
$12.71
$20.84

$12.67
$12.09
$19.01
$22.32
$10.07
$8.41

$14.86

$16.10
$17.41
$22.13
$28.73
$14.39
$10.56
$17.85

4.5%
7.1%
4.3%
7.3%
7.5%
7.6%
6.7%

Average 6.4%

Grant Comparable Company Group

AGL Resources
At nos Energy Corp
Laclede Group
New Jersey Resources Corp
NICOR Inc
Northwest Natural Gas Co
Piedmont Natural Gas Co
South Jersey Industries
Southwest Gas Corp
WGL Holdings

$1.72
$1.32
$1.54
$124
$1.86
$1.58
$1.08
$1.19
$0.90
$1.47

$34.93
$26.17
$47.20
$42.37
$36.34
$45.66
$27.55
$38.68
$26.38
$35.52

$24.02
$20.07
$33.81
$29.95
$27.50
$37.71
$20.68
$31 .98
$17.08
$28.89

$29.48
$23.12
$40.51
$36.16
$31 .92
$41 .69
$24.12
$35.33
$21 .73
$32.21

5.8%
5.7%
3.8%
3.4%
5.8%
3.8%
4.5%
3.4%
4.1%
4.6%

Average 4.5%

Source: Yahoo! Finance.
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COMPARISON COMPANIES
RETENTION GROWTH RATES

COMPANY 2004 2005 2006 2007 2008 Average 2009 2010 2012-'14 Average

Parnell Proxy Group

Avista Corp.
Hawaiian Electric Industries,
Northeast Utilities
Pinnacle West Capital Corp.
Pep co Holdings, Inc.
TECO Energy, Inc.
Westar Energy, Inc.

Inc.
1.4%
1.1%
1.6%
2.3%
2.5%
0.0%
3.2%

2.4%
1.5%
1.5%
1.0%
2.4%
3.3%
4.3%

4.9%
0.7%
0.3%
3.4%
1.5%
5.0%
5.5%

0.8%
0.8%
4.3%
2.5%
2.3%
5.1%
4.3%

3.7%
0.5%
5.3%
0.3%
4.2%
0.0%
1.2%

2.6%
0.9%
2.6%
1.9%
2.6%
2.7%
3.7%

4.0%
0.5%
4.5%
1.0%
2.0%
2.5%
2.5%

3.5%
2.5%
4.5%
2.0%
30%
4.0%
2.5%

2.5%
3.0%
4.5%
3.0%
3.5%
4.5%
3.0%

3.3%
2.0%
4.5%
2.0%
2.8%
3.7%
2.7%

Average 2.4% 3.0%

Grant Comparable Company Group

AGL Resources
At nos Energy Corp
Laclede Group
New Jersey Resources Corp
NICOR Inc
Northwest Natural Gas Co
Piedmont Natural Gas Co
South Jersey Industries
Southwest Gas Corp
WGL Holdings

5.6%
1.7%
2.7%
7.8%
2.1%
2.7%
3.7%
5.9%
4.3%
4.1%

6.2%
2.3%
3.1%
8.5%
2.3%
3.7%
3.6%
6.2%
2.2%
4.6%

6.3%
3.5%
5.1%
6.3%
5.2%
4.5%
2.8%
10.2%
5.2%
a.2%

5.3%
3.0%
4.3%
3.6%
5.4%
6.0%
3.5%
6.7%
4.8%
3.5%

5.0%
3.1%
5.2%
9.5%
3.6%
4.7%
3.9%
6.8%
2,1%
5.0%

5.7%
2.7%
4.1%
7.1%
3.7%
4.3%
3.5%
7.2%
3.7%
4.1%

4.5%
3.5%
6.0%
6.5%
3.0%
4.5%
4.0%
7.0%
2.5%
4.5%

5.0%
3.5%
4.0%
7.0%
4.5%
4.5%
5.0%
6.5%
3.5%
4.5%

6.0%
4.0%
5.0%
5.5%
5.5%
4.5%
6.0%
7.0%
4.5%
4.5%

5.2%
3.7%
5.0%
6.3%
4.3%
4.5%
5.0%
6.8%
3.5%
4.5%

Average 4.6% 4.9%

Source: Value Line Investment Survey.
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COMPARISON COMPANIES
PER SHARE GROWTH RATES

COMPANY
5-Year Historic Growth Rates

EPS DPS BVPS Average
Est'd '06-'08 to '12-'14 Growth Rates

EPS DPS BVPS Average

Parcell Proxy Group

3.0%
1.0%
2.0%
3.0%
1.5%
-6.5%
-4.5%

4.0%
-1.7%
4.5%
2.3%
5.7%
-6.8%
7.5%

6.5%
7.0%
8.0%
3.0%
3.0%
4.5%
4.0%

12.5%
0.0%
6.5%
1.0%

Avista Corp.
Hawaiian Electric Industries, Inc.
Northeast Utilities
PinnacleWest Capital Corp.
Pep co Holdings, Inc.
TECO Energy, Inc.
Westar Energy, Inc.

4.0%
-6.0%
3.0%
-1.0%
-2.0%
-5.0%
32.0%

5.0%
0.0%
8.5%
5.0%
17.5%
-9.0%
-5.0%

2.5%
4.5%

3.5%
2.5%
5.0%
1.0%
2.5%
4.5%
6.0%

7.5%
3.2%
6.5%
1.7%
2.8%
3.8%
4.8%

Average 2.2% 4.3%

Grant Comparable Company Group

AGL Resources
At nos Energy Corp
Laclede Group
New Jersey Resources Corp
NICOR Inc
Northwest Natural Gas Co
Piedmont Natural Gas Co
South Jersey Industries
Southwest Gas Corp
WGL Holdings

11.5%
5.0%
9.5%
7.5%
1.0%
6.5%
8.5%
12.5%
8.0%
4.0%

8.5%
1.5%
1.5%
5.0%
0.5%
2.0%
4.5%
4.5%
0.5%
1.5%

11.5%
7.5%
5.5%
11.5%
4.0%
3.5%
5.0%
12.5%
4.0%
4.5%

9.8%
4.7%
5.5%
8.0%
1.8%
4.0%
5.7%
9.8%
4.2%
3.3%

3.0%
4.0%
3.5%
5.5%
2.5%
7.0%
7.5%
5.5%
4.5%
4.0%

2.5%
1.5%
2.5%
5.5%
0.0%
5.5%
3.5%
7.0%
5.0%
2.5%

0.5%
4.0%
5.5%
8.5%
4.5%
3.5%
5.0%
4.5%
2.5%
5.0%

2.0%
3.2%
3.8%
6.5%
2.3%
5.3%
5.3%
5.7%
4.0%
3.8%

Average 5.7% 4.2%

Source: Value Line Investment Survey.
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COMPARISON COMPANIES
DCF COST RATES

ADJUSTED
YIELD

HISTORIC
RETENTION
GROWTH

PROSPECTIVE
RETENTION

GROWTH

HISTORIC
PER SHARE
GROV\/TH

PROSPECTIVE FIRST CALL
PER SHARE EPS
GROWTH GROWTH

AVERAGE
GROWTH

DCF
RATES

COMPANY

Parcell Proxy Group

4.0%4.5%
7.2%
4.4%
7.4%
7.6%
7.8%
6.9%

2.6%
0.9%
2.6%
1.9%
2.6%
2.7%
3.7%

4.5%
2.3%
5.7%

4.7%
4.8%
7.4%
4.5%
3.7%
8.7%
3.6%

Avista Corp.
Hawaiian Electric Industries, Inc.
Northeast Utilities
Pinnacle West Capital Corp.
Pep co Holdings, Inc.
TECO Energy, inc.
Westar Energy, Inc.

3.3%
2.0%
4.5%
2.0%
2.8%
3.7%
2.7% 7.5%

7.5%
3.2%
6.5%
1.7%
2.8%
3.8%
4.8%

4.4%
2.7%
5.1%
2.5%
3.5%
4.7%
4.5%

9.0%
9.9%
9.5%
9.9%
11.1%
12.5%
11.3%

Mean 65% 2.4% 3.0% 4.8% 4.3% 5.3% 3.9% 10.5%

Median 7.2% 2.6% 2.8% 4.5% 3.8% 4.7% 4.4% 9.9%

Composite - Mean 9.0% 9.6% 11.4% 10.9% 11.9% 10.5%

Composite - Median 9.8% 10.1% 11.7% 11.1% 11.9% 1t.6%

Grant Comparable Company Group

AGL Resources
At nos Energy Corp
Laclede Group
New Jersey Resources Corp
NICOR Inc
Northwest Natural Gas Co
Piedmont Natural Gas Co
South Jersey Industries
Southwest Gas Com
WGL Holdings

8.0%
5.8%
3.9%
3.5%
5.9%
3.9%
4.6%
3.5%
4.2%
4.7%

5.7%
2.7%
4.1%
7.1%
3.7%
4.3%
3.5%
7.2%
3.7%
4.1%

52%
3.7%
5.0%
6.3%
4.3%
4.5%
5.0%
6.8%
3.5%
4.5%

9.8%
4.7%
5.5%
8.0%
1 .8%
4.0%
5.7%
9.8%
4.2%
3.3%

2.0%
3.2%
3.8%
6.5%
2.3%
5.3%
5.3%
5.7%
4.0%
3.8%

5.3%
5.0%
3.5%
7.0%
4.5%
4.8%
7.0%
7.0%
6.0%
4.0%

5.6%
3.8%
4.4%
7.0%
3.3%
4.6%
5.3%
7.3%
4.3%
3.9%

11.6%
9.7%
8.3%
10.5%
9.3%
8.5%
9.9%
10.8%
8.5%
8.6%

Mean 4.6% 4.6% 4.9% 5.7% 4.2% 5.4% 5.0% 9.6%

Median 4.4% 4.1% 4.8% 5.1% 3.9% 5.1% 4.5% 9.5%

Composite - Mean 9.2% 9.5% 10.3% 8.8% 10.0% 9.6%

Composite - Median 8.5% 9.2% 9.5% 8.3% 9.5% 8.9%

Sources: Prior pages of this schedule.
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STANDARD & POOR'S 500 COMPOSITE
20-YEAR U.S. TREASURY BOND YIELDS

RISK PREMIUMS

Year EPS BVPS ROE

20-YEAR
T-BOND
YIELD

RISK
PREMIUM

1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007

$12.33
$14.86
$14.82
$15.36
$12.64
$14.03
$16.64
$14.61
$14.48
$17.50
$23.75
$22.87
$21.73
$16.29
$19.09
$21.89
$30.60
$33.96
$38.73
$39.72
$37.71
$48.17
$50.00
$24.69
$27.59
$48.73
$58.55
$69.93
$81.51
$66.17

$79.07
$85.35
$94.27
$102.48
$109.43
$112.46
$116.93
$122.47
$125.20
$126.82
$134.04
$141 .32
$147.28
$153.01
$158.85
$149.74
$180.88
$193.08
$215.51
$237.08
$249.52
$288.40
$290.88
$325.80
$338.37
$321 .72
$387.17
$414.75
$453.08
$504.39
$529.59

15.00%
16.55%
15.06%
14.50%
11.39%
12.23%
13.90%
11.80%
11.49%
13.42%
17.25%
15.85%
14.47%
10.45%
12.37%
13.24%
16.37%
16.62%
17.11 %
16.33%
14.62%
17.29%
16.22%
7.43%
8.36%
14.15%
14.98%
16.12%
17.03%
12.80%

7.90%
8.86%
9.97%
11.55%
13.50%
10.38%
11 .74%
11 .25%
8.98%
7.92%
8.97%
8.81%
8. 19%
8.22%
7.29%
7.17%
6.59%
7.60%
6.18%
6.64%
5.83%
5.57%
6.50%
5.53%
5.59%
4.80%
5.02%
4.69%
4.58%
4.86%

7.10%
7.69%
5.09%
2.95%
-2.11%
1.85%
2.16%
0.55%
2.51%
5.50%
8.28%
7.04%
6.28%
2.23%
5.08%
5.07%
9.78%
9.02%
10.93%
9.69%
8.79%
11.72%
9.72%
1.90%
2.77%
9.35%
9.96%
11.43%
12.35%
7.94%

Average 6.45%

Source: Standard 8¢ Poor's Analysts' Handbook, Ibbotson Associates Handbook.
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COMPARISON COMPANIES
CAPM COST RATES

COMPANY
RISK-FREE

RATE BETA
RISK

PREMIUM
CAPM
RATES

Parcell Proxy Group

Avesta Corp.
Hawaiian Electric Industries, Inc.
Northeast Utilities
Pinnacle West Capital Corp.
Pep co Holdings, Inc.
TECO Energy, Inc.
Westar Energy, Inc.

3.82%
3.82%
3.82%
3.82%
3.82%
3.82%
3.82%

0.70
0.60
0.70
0.70
0.80
0.80
0.75

5.32%
5.32%
5.32%
5.32%
5.32%
5.32%
5.32%

7.5%
7.0%
7.5%
7.5%
8.1%
8.1%
7.8%

Mean 7.7%

Median 7.5%

Grant Comparable Company Group

AGL Resources
At nos Energy Corp
Laclede Group
New Jersey Resources Corp
NICOR Inc
Northwest Natural Gas Co
Piedmont Natural Gas Co
South Jersey Industries
Southwest Gas Corp
WGL Holdings

3.82%
3.82%
3.82%
3.82%
3.82%
3.82%
3.82%
3.82%
3.82%
3.82%

0.75
0.60
0.65
0.65
0.75
0.60
0.65
0.65
0.70
0.65

5.32%
5.32%
5.32%
5.32%
5.32%
5.32%
5.32%
5.32%
5.32%
5.32%

7.8%
7.0%
7.3%
7.3%
7.8%
7.0%
7.3%
7.3%
7.5%
7.3%

Mean 7.4%

Median 7.3%

Sources: Value Line Investment Survey, Standard &
20-year Treasury

Month
Feb-09
Mar-09
Apr-09

Poor's Analysts' Handbook, Federal Reserve.
Bonds
Rate

3.83%
3.78%
3.84%



;O
Q.

8 Q
""" 1- 61

12 'isH I
85 'o "-  an o
.c .c  9
>< o as
m m D.

5
oIII
z
g8 :- ot o

n_1.1.1
£ 8
88

l.uz>
o <
QzMO
Hzm
82omz

l.l.o

FT

3 mo or
Eu 'E
8 8o <N

D GJca U)

2 gm  : >
<n<r1-

we
1 '
I

as
v-
1 :
N

oy-
Q
N

( D
ca

(\l

'IDClDN

UP

D
N

we
CJ
ca
N

|"
G
cm
N

on

N

if:

N

1'-
ca
N

No
caN

ca
ca
o
N

C J
cm
CT!
vl-

no
UI
U)1-

we
Cr:
UI
1-

|-..
m
m

8m

mmcm1-

LO
m
m
F

a

i
E
z

!
i
!

:
i

I

I
E
E

i.

I
i

i

I

I

i

E

E

o

Q9QQQ9 Qm°wmm"w

8$88$oomnowv z. . . . . ,_
aoo1~u-mr-,..,-

888983988CD .Loom .QCr  . . n  .oo,_6mnoool_ao

o

mmmmm*m

$ 8 8 8 8 8 8
4 4 6 & ¢

*?.-'3 ¢»*92-'?.*~9. a
31:32 5'fa83=e?i`_

O \ - ' 6 : : \ N ' d

398939833 88r--conrmm . .
Qr-cooor-,..__

$ 8 8 8 8 8 8
9 9 9 9 9 9 9
oooooor-r-zoo

3934993939839
C\I 1-033I90>429
ooeoomr-omooro

3989898939 8-=Q":°4°! .|-4o<:nu:>ooao':'uo

co vo 1- N m N |"-

o o
- . . 98. . . .Q~Q495- . .Qalga
~=l:cDoocn1__I.o

Q
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Exhibit (DCP-1)
Schedule 11

STANDARD & POOR'S 500 COMPOSITE
RETURNS AND MARKET-TO-BOOK RATIOS

1992 - 2007

YEAR
RETURN ON

AVERAGE EQUITY
MARKET-TO
BOOK RATIO

1992 12.2% 271%

1993 13.2% 272%

1994 16.4% 246%

1995 16.6% 264%

1996 17.1% 299%

1997 16.3% 354%

1998 14.6% 421%

1999 17.3% 481%

2000 16.2% 453%

2001 7.5% 353%

2002 8.4% 296%

2003 14.2% 278%

2004 15.0% 291%

2005 16.1% 278%

2006 17.0% 277%

2007 12.8% 284%

Averages:

1992-2001 14.7% 341%

2002-2007 13.9% 284%

Source: Standard 8< Poor's Analyst's Handbook, 2008 edition, page 1.



Exhibit (DCP-1 )
Schedule 12

RISK INDICATORS

GROUP
VALUE LINE

SAFETY
VALUE LINE

BETA
VALUE LINE

FIN STR
S & P

STK RANK

S & P's 500
Composite 2.7 1.05 B++ B

Parcell Proxy Group 2.6 0.72 B+ B

Grant Comparable Company Group 1.9 0.67

Sources: Value Line Investment Survey, Standard & Poor's Stock Guide.

Definitions:

Safety rankings are in a range of 1 to 5, with 1 representing the highest safety or lowest risk.

Beta reflects the variability of a particular stock, relative to the market as a whole. A stock with
a beta of 1.0 moves in concert with the market, a stock with a beta below 1.0 is less variable
than the market, and a stock with a beta above 1.0 is more variable than the market.

Financial strengths range from C to A++, with the latter representing the highest level.

Common stock rankings range from D to A+, with the later representing the highest level.



Exhibit (DCP-1 )
Schedule 13

UNS GAS INC
RATING AGENCY RATIOS

Item Percent Cost
Weighted

Cost
Pre-Tax

Cost

Long-Term Debt 50.01% 6.49% 3.25% 325%

Common Equity 49.99% 10.00% 5.00% 8.33%

Total 100.00% 8.24% 11.58% 1/

1/ Post-tax weighted cost divided by .ea (composite tax factor)

Pre-Tax coverage 3.57
11.58% I3.25%

Standard 8< Poor's Utility Benchmark Ratios:
Business Profile of "4" A BBB

Pre-tax coverage 3.3x - 4.0x 2.2x - 3.0x

Total debt to total capital 45%-52% 52%-62%
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EXECUTIVE SUMMARY
UNS GAS, INC.

DCCKET NO. G-04204A-08-0571

In April and May 2009, I conducted a prudence review of the gas procurement operations
of UNS Gas, Inc. My testimony focused on the period from January 2006 to June 2008, with
nine findings and also ten recommendations for the Commissioners to consider. I reviewed the
decision to terminate the BP Energy Services contract, the commodity and pipeline charges of
the PGA Bank Balances, individual transactions, future pipeline planning, purchasing strategies
and policies, and observed first-hand the Day Ahead gas purchasing, nominating and scheduling
processes. My recommendations are:

(1)

(2)

(3)

(4)

(5)

(6)

(7)

(8)

(9)

UNS Gas should conduct a thorough analysis of excess interstate pipeline capacity that
could be currently optimized through Asset Management Arrangements (AMA).
If excess pipeline capacity is available, UNS Gas should have Tucson Electric Power
("TEP"), seek potential counterparties on UNS Gas' behalf, at least annually, to optimize
all of its excess capacity on both Transwestem and the El Paso Pipeline, although not at
the expense of incuring a net increase in El Paso charges and penalties.
UNS Gas should be required to supplement the infonnation filed monthly to the
Commission to tie out and support all entries of the Purchased Gas Adjustor Bank
Balance, and specifically to include the UNS Gas Core Market/ System Supply Imbalance
Report which finalizes tie-out of the commodity balances by pipeline.
To ensure accuracy of the PGA filings, personnel from the Energy Settlements & Billing
Department should receive additional training in the operating practices and terminology
used by TEP Wholesale Department for gas procurement.
The UNS Gas Ire. Price Stabilization Policy should be changed to require consideration
of purchases during the three excluded months of August, September and October.
Automatically excluding these months created missed opportunities to buy lower-priced
gas during 2006, 2007 and 2008.
To increase its hedge documentation, UNS Gas should create a record indicating the
months that management decides to deviate from a ratable purchasing pattern,1 even if it
as simple as using a checklist denoting 'management decided not to hedge' .
The UNS Gas Inc. Price Stabilization Policy should also be amended for any changes to
gas purchasing strategy effective September 2008, when TEP took over gas procurement.
The UNS Gas Inc. Price Stabilization Policy must be updated at least annually to reflect
current practices and procedures.
All parties involved with gas procurement should acknowledge the UNS Gas Ire. Price
Stabilization Policy by signing annually, including Gas Scheduling, Transportation
Contracts, Risk Management, and Risk Control, not just the traders.

1 The UNS Gas Ire. Price Stabilization Policy essentially sets a non-discretionary portion of forecasted gas load
(minimum 45 percent) to be hedged with fixed price instruments at ratable quantities of l/27th over 27 different
months leading up to the physical flow month, excluding August, September and October.



(10) A single person should be assigned as the 'policy owner' of the UNS Gas Inc. Price
Stabilization Policy to ensure, on an annual basis, that the policy is accurate before it is
approved by the Corporate Risk Management Committee.



Direct Testimony of Rita R. Beale
Docket No. G-04204A-08-0571
Page 1

1 INTRODUCTION

2 Q. Please state your name, occupation, and business address.

3

4

5

My name is Rita Regina Beale. I am a consultant employed with Energy Ventures

Analysis, Inc. ("EVA"). My business address is 1901 N. Moore Street, Suite 1200,

Arlington, Virginia 22209- l706 .

6

7 Q. Please summarize your educational background and professional experience.

8

9

10

11

12

13

14

15

16

I am a graduate of Rider University and the Colorado School of Mines with a Bachelor of

Science in Geology and Master of Science in Mineral Economics, from these respective

institutions. I have about 22 years of varied energy commodity experience in oil, gas and

electricity, with about eight years as an energy commodity analyst on Wall Street, mostly

at Lehman Brothers and Goldman Sachs. I also spent about four years as a Senior

Manager with Arthur Andersen in financial and commodity risk consulting. And I have

been Vice President at two deregulated power companies, responsible for wholesale

power supply and trading at Idaho Energy LP and First Choice Power LP in Texas.

Currently I am a Principal with EVA.

17

18 Q- What are your duties and responsibilities at EVA?

19

20

21

22

23

24

25

26

A.

A.

A. I serve as a consultant and analyst at EVA. EVA is nationally known for its work in the

energy and emission fields and engages in a variety of consulting projects for the private

and public sector. I have worked on behalf of the Staff of the Arizona Corporation

Commission in two prior rate cases, Dockets G-0155lA-07-0504 and E-01933A_07-0402.

In the energy area, much of our work is related to analysis of the electric power industry,

fuel markets, and the transportation thereof. EVA's clients include fuel producers, electric

and gas utilities, industrial energy consumers, transporters, and private investors in energy

industries. Exhibit RB-l presents my resume at the end of this testimony.



Direct Testimony of Rita R. Beale
Docket No. G-04204A-08-0571
Page 2

1 Q- What is the scope of your testimony in this case?

2

3

4

5

I am appearing on behalf of the Staff of the Arizona Corporation Commission-Utilities

Division ("ACC") to address the prudence and reasonableness of the gas procurement

practices of UNS Gas, Inc. ("UNS Gas") from January 2006 to June 2008. Also my

testimony discusses operational and role changes for UNS Gas since September 2008.

6

7 SUMMARY OF TESTIMONY AND RECOMMENDATIONS

8 Q- Briefly summarize how your testimony is organized.

9

10

11

12

13

14

15

16

17

My gas procurement testimony is organized into seven sections. Section one discusses the

reasons for the termination of BP Energy Services as UNS Gas' full requirements supplier

and the transition to taking gas procurement in-house to Tucson Electric Power ("TEP")

Wholesale Department Section two discusses planning for future UNS Gas pipeline

capacity. Section three presents my audit of the Purchased Gas Adjustor Bank. In section

four, I comment on UNS Gas purchasing strategies. Section five examines UNS Gas

policies and procedures. The final two sections discuss an on-site visit to observe daily

purchasing, nominating and scheduling and an audit of selected transactions. Exhibits

RB-2 through RB-7 support my findings and recommendations.

18

19 Q. Please summarize your additional findings.

20

21

22

23

24

My findings are:

(1) No formal cost/benefit study was conducted by UNS Gas when deciding to

discontinue the relationship with BP Energy Services as its full requirements

supplier and to instead bring gas supply, nomination and scheduling operations

into TEP Wholesale Department, as of September 2008. While some types of

A.

A.

A.

2 TEP and UniSource Energy Services are both subsidiaries of the publically traded entity, UniSource Energy
Corporation, based in Tucson, Arizona. Under UniSource Energy Services, UNS Gas is the regulated gas utility that
serves Arizona ratepayers with gas commodity and operates the physical system.
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1

2

3

4 (2)
5

6

7

8

9

10

11 (3)

12

13

14 (4)

15

16

17 (5)

18

19

20 (6)

21

22

23

24

25 (7)
26

costs will increase during the short run, for instance associated TEP personnel

costs, it was a rational decision and other important types of benefits are being

realized by ratepayers that should continue long term.

An audit of the PGA Bank Balance was conducted specifically for commodity and

pipeline charges and credits. It reconciled the underlying charges and credits to

within $9,834 of the filed PGA amount, compared to total charges of $240,522,666

for January 2006 to June 2008. Categories examined include (a) fixed price hedge

transactions, (b) First of Month Index purchases, (c) Day Ahead purchases, (d)

pipeline transportation charges, and (e) pipeline commodity balances that are

carried forward, along with other items.

Three primary strategies were used to purchase gas and found to generally balance

price stability and supply reliability. However, one component of the fixed price

hedge strategy is ineffective and should be revised per my recommendations.

While company policies and procedures are generally reasonable, the UNS Gas

Stabilization Policy 2009 is out of date, and no longer reflects all current

procedures and practices.

Purchase prices of natural gas commodity appeared reasonable relative to industry

data, and the amount of pipeline capacity appeared prudent during the study

period.

A review of the analysis of normal peak day load and design day load

requirements against pipeline capacity through 2011 found that current pipeline

capacity contracts are likely to be sufficient for several additional years, possibly

through 2013, although there is a lot of uncertainty about load growth given the

recession and potential federal carbon legislation.

Pipeline penalties and other charges, which are in addition to the typical demand

and usage charges, were reasonable.
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1 (8)

2

3

An on-site visit to TEP Wholesale Department was made on April 14, 2009, to

witness and analyze Day Ahead gas purchasing, nominating and scheduling

processes. Purchases and practices were found to be reasonable, including bidder

4 award.

5 (9) Six transactions were audited and found to be compliant with company policies

6 and procedures.

7

8 Q- Please summarize your recommendations for the Commission to consider.

9

10 (1)

11

12 (2)

13

14

15

16 (3)

17

I have ten recommendations, in order of discussion within my testimony:

UNS Gas should conduct a thorough analysis of excess interstate pipeline capacity

that could be optimized through Asset Management Arrangements ("AMA").

If excess pipeline capacity is available, UNS Gas should have TEP seek potential

counterparties on UNS Gas' behalf, at least annually, to optimize all of its excess

capacity on both Transwestern and also on El Paso Pipeline, although not at the

expense of incurring a net increase in El Paso charges and penalties.

UNS Gas should be required to supplement the information filed monthly to the

Commission to tie out and support all entries of the Purchased Gas Adjustor Bank

18

19

Balance, and to specifically include the UNSG Core Market/ System Supply

Imbalance Report which finalizes tie-out of the commodity balances by pipeline.

20 (4)

21

To ensure accuracy of the PGA filings, personnel from the Energy Settlements &

Billing Department should receive additional training in the operating practices

22

23 (5) The UNS Gas Inc.

and tenninology of TEP Wholesale Department for gas procurement.

Price Stabilization Policy should be changed

24

to require

consideration of purchases during the three excluded months of August, September

25

26

A.

and October. Automatically excluding these months created missed opportunities

to buy lower-priced gas during 2006, 2007 and 2008.
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1 (6)

2

3

To increase its hedge documentation, UNS Gas should create a record indicating

the months that management decides to deviate from a ratable purchasing pattern,3

even if it as simple as using a checklist denoting 'management decided not to

4

5 (7)

6

7 (8)

8

9

10 (9)

11

12

hedge'.

The UNS Gas Inc. Price Stabilization Policy should also be amended for any

strategy changes effective September 2008, when TEP took over gas procurement.

The UNS Gas Inc. Price Stabilization Policy must be updated at least annually to

reflect current practices and procedures before being approved by the Corporate

Risk Management Committee.

All parties involved with gas procurement should acknowledge the UNS Gas Inc.

Price Stabilization Policy by signing annually, including Gas Scheduling,

Transportation Contracts, Risk Management, and Risk Control, and not just the

13 traders .

14 (10)

15

16

A single person should be assigned as the 'policy owner' of the UNS Gas Inc.

Price Stabilization Policy to ensure, on an annual basis, that the policy is accurate

before it is approved by the Corporate Risk Management Committee.

17

18 GAS PROCUREMENT CHANGES FROM BP TO TEP WHOLESALE

19 Q. What was the relationship with BP Energy Services during the audit period?

20

21

22

23

24

BP Energy Services provided UNS Gas with natural gas supply at full requirements, and

in return UNS Gas provided BP Energy with rights to optimize UNS Gas' interstate

pipeline capacity. Any upside value was split equally by UNS Gas ratepayers and BP.

The full requirements service allowed UNS Gas to take more gas (swing up), or send back

excess gas (swing down), on a daily basis as load requirements dictated. Such swing

A.

3 The UNS Gas Inc. Price Stabilization Policy essentially sets a non-discretionary portion of forecasted gas load
(minimum 45 percent) to be hedged with fixed price instruments at ratable quantities of 1/27th over 27 different
months leading up to the physical flow month, excluding August, September and October.
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1 transactions occurred at

2 The agreement required UNS Gas to provide a

3 daily forecast of its load to BP Energy.

4

5 Q- When did the relationship between the two parties change?

6

7

8

Contractually, gas procurement services ended with BP Energy Services on August 31,

2008 and began in TEP Wholesale Department starting September 1, 2008. As a result,

BP's role changed to become one of a number of suppliers canvassed by UNS Gas to

9 purchase gas.

10

11 Q- Why did the transition occur?

12

13

14

15

16

17

18

19

20

21

22

23

A.

A.

In 2006, EL Paso Pipeline dramatically changed its rates and tariff structure, to require

several types of no-notice and other services, which effectively prevented shippers from

swinging quantities on a daily and intraday basis, unless shippers paid for the flexibility,

also referred to as "optionality". When all of the optionality is monetized by a shipper, the

assets are considered fully optimized. Subscription to the new swing services was

expensive, and shippers were extremely likely to be caught by other charges and penalties

if they did not buy a prescribed set of no-notice services. Under the new El Paso regime,

entities sewing full requirements loads, like UNS Gas, also found that to minimize

additional charges and penalties, they needed to retain any excess hourly capacity to be

rolled forward through the day for use by their own load to credit against future hours of

higher than anticipated load. In such a different environment, it became difficult for BP to

provide UNS Gas with the same daily swing services at the same low price.
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1 Q- Why is optimization so important to ratepayers?

2

3

If the pipeline contracts are not used to serve the ratepayers' load, they become idle assets

simply incurring expenses. Optimization presents an opportunity to recover some of those

4 expenses.

5

6 Q- What was the value of the pipeline optimization component?

7

8

9

During the study period, UNS Gas ratepayers benefited by I | by their 50 percent

share, although the final month of any optimization whatsoever was November 2007, and

only $12,931 was paid to UNS Gas during the final twenty out of thirty months examined.

10

11 Q- What was BP Energy's final offer to retain the UNS Gas account?

12

13

In July 2008 and in view of the natural cessation of EI Paso pipeline optimization, BP's

offer was contingent on collection of a monthly scheduling and nomination service charge

14

15

16

17

18

19

20

21

22

23 Q- Was UNS Gas able to find a better partner?

24

25

26

A.

A.

A.

A. Yes, for pipeline optimization. As of March 2009, the new capacity on the Transwestern

Phoenix Lateral was not required to serve ratepayer load, although UNS Gas must pay

pipeline demand charges to hold the capacity in reserve. Subsequently for March 2009,
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1

2

this new capacity was released in an AMA to Tenaska Marketing Ventures (TMV).

Ratepayers have benefitted from a better sharing arrangement of I

3

4 difference between

. For March 2009, the

in favor of ratepayers, ceteris paribus,

5 to offset the otherwise idle pipeline capacity.

6

7 Q- Are there any other benefits that derive to UNS Gas ratepayers?

8

9

10

11

12

13

14

15

16

17

18

19

UNS Gas has gained the benefit of first hand price discovery by virtue of TEP's direct

participation in the market, whereas formerly BP was the entity facing the market. UNS

Gas also retains the choice of changing AMA partners should market conditions warrant,

both of which should help lower the gas supply and transport costs over the long term.

There should be increased accountability for decision-rnaking during severe and critical

pipeline operating conditions. Sharing of the cost of gas procurement operations with two

UniSource entities, Tucson Electric and UNS Electric is another benefit. UNS Gas's load

is winter peaking versus summer peaking for the electric companies, so they are a natural

complement. Other benefits are related to credit risk management which is essential to

lock-in purchases of gas in the forward markets. UNS Gas's counterparty credit risk is

theoretically more diversified by using multiple gas suppliers, and UNS Gas should be

able to access a greater amount of credit by using multiple suppliers.

20

21 Q- What are the O&M costs of gas procurement for UNS Gas?

22

23

24

25

A.

A. Based on UniSource internal documentation, UNS Gas's O&M for gas procurement had

average quarterly increases of 7.3 percent for the four quarters through lQ2009, as a result

of all items, including changes in gas procurement personnel. If the 1 Q2009 increase over

1Q2008 is annualized, it equals $60,571 .
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1 FUTURE PIPELINE CAPACITY PLANNING

2 Q-

3

Did you review UNS Gas's planning for future pipeline capacity needs, and if so,

what were your findings?

4

5

6

7

8

Yes, I reviewed the interstate contract quantities against nonna peak day load and design

day load requirements through 2011. Given the recession and potential federal legislation

regulating carbon, prior load growth estimates may be too high. I recommend that UNS

Gas conduct a new analysis of excess interstate pipeline capacity that could be optimized

through Asset Management Arrangements ("AMA").

9

10 Q- Were there any changes to the pipeline portfolio?

11

12

13

14

15

16

17

Yes. The most significant change resulted from the changes in the new E1 Paso rates and

tariff on January 1, 2006. The most recent change is that UNS Gas expanded its total

pipeline capacity by committing to the new Phoenix Lateral effective March l, 2009.

UNS Gas sought and was granted Commission pre-approval for acquisition and cost

recovery of this new capacity in Docket G-04204A-0627, Decision No. 69333, partly to

ensure diversification of gas supplies into the region and also away from the traditional

monopoly held by El Paso Pipeline.

18

19 Q- For how long will the current pipeline capacity be sufficient?

20

21

22

23

A.

A.

A. Mr. David Hutchens, Vice President of Wholesale Energy and UNS Gas, believes the

current portfolio may be sufficient through 2013. In all parts of the United States, there is

great uncertainty about the amount of future load growth, given the current recession and

potential federal legislation regulating carbon.
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1 Q- Are you satisfied that all pipeline optionality is being monetized?

2

3

4

5

6

7

There is currently quite a bit of excess pipeline capacity, and because UNS Gas's load has

declined due to recession, there may additional excess capacity that was not previously

available. I recommend that after UNS Gas conducts a new analysis of excess pipeline

capacity, that UNS Gas have TEP seek potential counterparties on behalf of UNS Gas, at

least annually, to optimize all of the excess capacity on both Transwestem and also on El

Paso Pipeline, although not at the expense of incuring a net increase in El Paso charges

and penalties.8

9

10

11

PURCHASED GAS ADJUSTOR BANK

Q- Did you review the PGA accounting?

12 Yes. I focused on validating the commodity and transportation expenses of the PGA Bank

Balance Statement (primarily Exhibit A, lines 2 and 3) for the 30-month study period.13

14

15 Q- What was your approach?

16 To the extent practical, I examined all available underlying transaction data from the

system of record and compared it to PGA filings. Because BP was the full requirements

supplier, First of Month and Day Ahead purchases are not contained in the system of

record, and instead have been aggregated on internal spreadsheets. I also examined all the

pipeline charges that were aggregated on internal spreadsheets.

17

18

19

20

21

22 Q. What were your findings?

23

24

25

For the 30-month study period, I reconciled the underlying charges and credits to within

$9,834 of the filed PGA amount. Total costs filed to be recovered were $240,522,666, per

Exhibit A, line 6.

26

A.

A.

A.

A.
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1 Q~ Why couldn't you reconcile to the penny?

2

3

4

5

6

The true-up process is fairly complex, and it was difficult to reconcile all of the charges

without better documentation support. I strongly recommend that UNS Gas be required to

tie out and supplement that information to the Commission each month with the filed PGA

reports. Past testimony by Staff witness George Wennerlyn in February 9, 2007 (Docket

G-04204A-06-0463, G-04204A-06-0_13, G-04204A-06-0831) supported a similar finding

and recommendation. l also specifically recommend that the Commission to require that

the Core Market/System Supply Imbalance Report be added to the required documentation

support for filing.

7

8

9

10

11 Q- What is in the Core Market/System Supply Imbalance Report?

12

13

14

15

16

17

18

19

20

A.

A. The core market commodity imbalance is entered on Exhibit B, line 26, of the monthly

filed PGA reports. This internal UNS Gas report supports it and attempts to reconcile all

of the mismatches between scheduled and actual volumes and the final charges to the core

ratepayers. Each month, pipeline imbalances can be cashed-out in the current month,

carried forward into the next month, or resolved by additional transactions with a third

party. During the study period, the core market commodity imbalance totaled a net credit

of $380,045 to ratepayers, but experienced monthly swings from a credit of $694,132 to a

debit of $805,657. To ensure these swings are not imprudent, their genesis and resolution

need to be tracked easily.
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1 Q- Do you have any other recommendations to share on the PGA?

2

3

4

5

6

Yes. Since January 2009, the Energy Settlements & Billing Department took internal

responsibility to prepare the PGA reports, with final oversight responsibility designated to

a single person in TEP. To ensure accuracy of the PGA filings, I recommend that

personnel from the Energy Settlements & Billing Department receive additional training

in the operating practices and terminology of gas procurement in TEP Wholesale.

7

8 Q- What led you to this conclusion?

9

10

11

12

13

14

I received errant data in response to formal data request RB 4.1, compiled by Energy

Settlements & Billing Department. I believe the errors were not intentional, but due to a

lack of understanding about some of the details of wholesale gas procurement, as the

Analyst had not been working with the data for very long. There are number of complex

processes that require considerable experience to be completely familiar with terminology

unique to gas procurement.

15

16

17

GAS PURCHASING STRATEGIES

Q, What were the UNS Gas purchasing strategies?

18

19

20

21

22

23

A.

A.

A. UNS Gas used three primary strategies to purchase gas: fixed price hedges, First of the

Month Index and Day Ahead Index, supplemented by two lesser strategies: Intraday

purchases and the carry forward of pipeline imbalances. Exhibit RB-2 shows the monthly

percentage of the volume of gas purchased by each primary strategy. By dollar value

during the study period, $113,948,609 of gas was purchased with fixed price hedges,

$32,289,078 of gas was purchased at First of the Month Index, and $66,781,956 of gas
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1 was purchased at Day Ahead Index. These values are before adjustments due to core

2 market commodity imbalance, T-14 imbalances, NSP5 margins, and financial hedges.

3

4 Exhibit RB-2

5 Primary Purchasing Strategies for Scheduled Delivery Volumes

6

4 ¢U'r' 199 __f____ L_ L_ n__._.___ n1-.- "1" 1 "|"_________,_4._4.§___ _l_~f~1___A__ _ n__.__._J \T_A_____1 r-__ ______1_ 4.1_-4. _  ___-L------

procures its own gas to the UNS Gas city gate and UNS transports the gas thereafter to the customer's downstream
facility.
5 "NSP" is Pricing Plan Nsp-l, the Negotiated Sales Program, such that a customer has negotiated with UNS Gas for
the delivery of natural gas commodity.



Direct Testimony of Rita R. Beale
Docket No. G-04204A-08-0571
Page 14

1 Q- Can you describe the fixed price strategy?

2 It is documented in the UNS Gas Inc. Price Stabilization Policy. For fixed price

3

4

5

6

7

8

9

purchases, UNS Gas is required to lock the price of gas to reach a minimum of 45 percent

of the forecasted load by two months prior to physical flow. There is no discrimination

between physical and financial instruments, although UNS Gas has traditionally chosen to

execute primarily physical instruments. The policy recommends that the 45 percent be

spread out over three years in about 27 separate monthly transactions to accomplish

effective dollar cost averaging. Also, purchases are required to be excluded during the

three months of August, September and October due to potentially high hurricane activity.

10

11 Q~ Do you think the fixed price strategy is prudent?

12

13

14

Generally, I think it is reasonable. My primary criticism is that I believe the concept of

automatically eliminating August through October from the purchase schedule is

inherently flawed, since those months can give rise to both lower and higher prices.

15

16 Q- Please provide some illustrations of this phenomenon for the excluded months?

17

18

19

20

21

22

23

24

A.

A.

A. During the past three years of 2006, 2007 and 2008, the excluded months were not

necessarily high priced periods, relative to the other nine months of the year. Settlement

of the NYMEX Henry Hub futures contract, which is a core component in setting the

fixed price at San Juan for any transaction, reached some of its lowest values of the year

during the excluded months. Exhibits RB-3 and RB-4 provide examples during the

lifetime of two NYMEX Henry Hub futures contracts, the December 2007 and December

2009 contracts, respectively. Simple observation of the graphs indicates that the excluded

periods were often lower than the other nine months of the year in 2006, 2007 and 2008.
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1 Q- What else makes you think the strategy is flawed?

2

3

4

5

6

7

8

The United States is currently in a period of generally weak gas prices, so it would be

prudent to take advantage of this weakness through fixed price hedges. As a point of

reference, the Inside FERC First of Month Index for May 2009 gas delivered to El Paso

San Juan settled at only $2.50 mmBtu. In my opinion, there is more risk that gas prices

will rise after 2009 than decline, so automatically eliminating purchases during August

2009, September 2009 and October 2009 may not be prudent. There could be good

buying opportunities for the 36-month strip, which is the focus of UNS Gas' hedging

9 program.

10

11 Q- What are the dynamics that might keep prices low during 2009?

12

13

14

15

16

There is a strong likelihood that U.S. working gas storage will reach full capacity ahead of

the traditional November let date, which would tend to strand excess gas on the pipeline

system keeping prices in a weakened state. Storage is expected to reach full capacity early

this year because on average U.S. natural gas production is still rising versus 2008, but

U.S. consumption has not yet bottomed versus 2008.

17

18 Q-

19

Do you recommend that the UNS Gas Inc. Price Stabilization Policy be amended, and

if so, how"

20

21

22

23

Yes, I recommend that the policy be changed to require consideration of purchases during

the three excluded months, since automatically excluding them created missed

opportunities to purchase lower priced gas in 2006, 2007 and 2008. Also, I recommend

that the policy be amended for any strategy changes effective September 2008, when TEP

24

A.

A.

A.

took overgas procurement.
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1 Q- Should the policy be changed every year?

2

3

4

5

6

7

8

9

10

Not necessarily, although it is Best Practice for a management team to examine the

performance of its hedging policy after-the-fact to determine where the policy succeeded

and where it failed. The UNS Gas Inc. Price Stabilization Policy has had virtually no

changes during the past four versions that I reviewed. In the last UNS Gas rate case,

Docket No. G-04204A-06-0463, staff witness Mr. Jerry Mendl warned of such a potential

risk, "approval of the (2006 Gas Price Stabilization) policy would create a safe harbor that

would increase the resistance of UNS Gas to change polices when conditions warranted".

The requirement to exclude August, September and October may have appeared

reasonable during 2005, but does not appear reasonable during 2006, 2007 and 2008.

11

12 Q- Do you recommend that any of their gas purchases be deemed not prudent for these

13 reasons?

14 No. No one can have perfect foresight, and that is why the policy must be reviewed in

15

16

17

hindsight to determine its effectiveness. Also, there is a learning curve associated with

any new policy. UNS Gas' ability to apply its discretion and judgment during thehedging

process is allowed by the policy, and it should be retained due to rapidly changing natural

18 gas markets. This makes hedge documentation more onerous, an area where TEP

19 performs poorly.

20

21 Q. Did UNS Gas adhere to its fixed price strategy?

22

23

24

25

26

A.

A.

A. Exhibit RB-5 shows that UNS Gas met the 45 percent target each month. It also measures

the final quantities hedged against several vintages of load forecasts, which are issued

annually by UniSource Financial Forecasting Department. The changes illustrate the

volatility of the load forecast going back in time, because the same final hedge quantities

are compared against load forecasts of prior years.
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1 Exhibit RB-5

2

3

4 Q- Did UNS Gas adhere to discipline of making 27 purchases for each month?

5

6

7

8

9

10

A. Exhibit RB-6 shows that the discipline of making 27 monthly purchases for each month

was not perfectly executed. The low numbers in the begirding of the study period are

affected by a prior policy that required a fewer number of trades, then the policy increased

the recommended number of trades. The transaction data underlying Exhibit RB-6 show a

lack of perfect discipline. For instance, during November 2005, hedges were not executed

for months beyond March 2006. No hedges were executed during December 2005. Then
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1 27 transactions were executed during January 2006.

2

A fixed price hedge was last

executed for the flow month of June 2008 during December 2007. There are other

3 examples of imprecise execution of the strategy.

4

5 Exhibit RB-6

6

7

8 Q. Does this concern you?

9

10

11

A. No, there is increasing adherence to the concept of executing 27 transactions for each

month, which is acceptable. I did not query management on the exact reasons for each of

the deviations from the frequency recommended by the policy for several reasons.
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1

2

3

4

Changes to company-issued annual load forecasts can cause management to change the

buying pattern. Management retains a discretionary component to the purchasing strategy,

which appears to be surfacing in the purchasing patterns. The deviations from an expected

27 transactions seem to also show the difficulty of hedging mechanically without

5 judgment, when management is allowed discretion in the policy.

6

7 Q- Are the deviations documented?

8

9

10

11

12

13

14

No, and I recommend to increase its hedge documentation, UNS Gas should create a

record indicating the months that management decides to deviate from a ratable

purchasing pattern, even if it as simple as using a checklist denoting 'management decided

not to hedge'. My general experience has been that parties often have reluctance to record

the exact reasons for each deviation, lest the often complex events associated with each

determination be examined in hindsight under the microscope. Of course, the hedged

transactions serve as proof of management's decisions about when to execute the ratable

15 purchase policy.

16

17 Q- What are the second and third legs of the UNS Gas purchasing strategy?

18

19

20

21

22

23

24

A.

A. As verbally described by the Portfolio Manager of gas purchasing, Mr. Ray Robey, the

second and third legs of the purchase strategy involved buying the remainder, not already

covered by hedges, roughly split between First of Month Index and Day Ahead Index. For

instance, if forward hedges covered 45 percent, about 27.5 percent would be FOM and

about 27.5 percent would be Day Ahead. It should be noted that the UNS Gas strategy

appears to have changed somewhat after TEP took over gas procurement, starting

September 2008.
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1 Q- Why not purchase all of the remainder in the FOM market?

2

3

4

Because weather, and therefore load, is impossible to predict with complete accuracy, it is

prudent to take account of a potentially better and more real time weather forecast in the

load estimate, before determining the final amount of gas to purchase.

5

6 Q- Were the resultant purchase prices reasonable?

7

8

9

10

11

12

Yes, al l  prices appear reasonable. Because UNS Gas purchased gas from BP at FOM

Index and GDD Index , index pr ices are  reasonable . These  pr ices were  checked

independently for accuracy with the published indexes. Analyzing the reasonableness of

the average hedge price is based on hedge strategy actually employed, as discussed earlier.

Rece ipt  pr ices paid  by UNS Gas are  shown in Exhibi t  RB-7 for  the three  pr imary

purchasing strategies. Hedge prices are weighted by volume.

13

A.

A.
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1 Exhibit RB-7

Weighted Average Monthly Price by Purchasing Strategy
(Receipt Price)
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2

3

4 Q- Were the pipeline charges reasonable?

5 Yes. I reviewed all pipeline charges incurred by UNS Gas during the study period

6

7

8

9

10

11

12

including demand, usage, and all the other types of charges including penalties. The

additional pipeline charges beyond demand and usage paid to El Paso Pipeline appear

reasonable, and somewhat unavoidable, given the newness and difficult to implement

standards of the El Paso Pipeline tariff effective beginning January 1, 2006, and the

uncontrollable weather events occurring in November 2006. The general nature of the

new tariff attempts to remove all optionality from the shipper, unless the optionality is

subscribed to and paid for. El Paso subsequently revised many of the difficult to

13

14

A.

implement operating requirements, that began on January 1, 2006, sometimes by order of

the FERC and after complaints from the shippers. Also by order of the FERC, El Paso
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1

2

refunded $219,645 of charges and penalties incurred by UNS Gas from August 2006 to

September 2007.

3

4 Q- What were the amounts of pipeline charges paid by each category?

5

6

7

8

9

10

11

12

UNS Gas paid a gross total of $30,222,222 million, with $29,123,375 of pipeline charges

flowing through to the PGA before credits and debits with NSP and T-1 customers and

alter El Paso refunds.6 Gross El Paso charges included $22,009,443 in demand charges,

$663,499 in usage charges, and $461,569 of other charges for scheduling penalties (7

percent), OPAS Violations (12 percent), Daily Imbalance Charges During Critical Periods

(16 percent), Unauthorized Overrun (zero), Daily Variance (3 percent), and Balancing

Cash Out (49 percent), after refunds and before NSP and T-1 credits. Gross Transwestem

charges included $6,592,643 in demand charges and $168,524 in usage charges.

13

14 UNS GAS POLICIES AND PROCEDURES

15

16

Q- Which company policies and procedures did you review?

17

18

19

20

My review included annual copies for multiple years of the UniSource Energy

Corporation Energy Risk Control Policies Manual and the UNS Gas, Inc. Price

Stabilization Policy. I reviewed the PGA financial accounting policy, Energy Settlement

PGA Bank Procedures, and the UniSource Energy Corporation Code of Ethics and

Principles of Business Conduet.

21

22 Q- Do you have any other recommended changes to policies and procedures?

23 Yes, I have several, in addition to the ones previously discussed.

A.

A.

A.

6 NSP and T-I debits and credits are deducted from gross pipeline charges, not flowing through to the PGA.
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1 Q. What are they and the rationales behind them?

2

3

4 I provided a list of

5

6

7

8

9

10

11

12

I recommend that the policies and procedures be updated at least am1ua11y to reflect

current practices and procedures. A number of discrepancies were noted between theUNS

Gas Price Stabilization Policy and trading room practices.

discrepancies to TEP management. While current practices may be reasonable, the policy

should always match practices. This is important to ensure the proper checks and balances

are in place and are being adhered to. The discrepancies appear related to the fact that the

UNS Gas Inc. Price Stabilization Policy virtually did not change for a number of years,

even though operating practices evolved somewhat over the same time. Also, I

recommend that all parties involved with gas procurement should acknowledge the policy

by signing annually, including Gas Scheduling, Transportation Contracts, Risk

Management, and Risk Control, not just the traders. This will help ensure that the roles of

13 all parties are accurately reflected. Finally, I recommend that a single person be

14

15

16

designated as the 'policy owner' to ensure, on an annual basis, that the policy is accurate

before it is approved by the Corporate Risk Management Committee. A commercial

person that is familiar with all aspects of gas procurement would be best.

17

18 ONSITE VISIT

19 Q- Did you make an on-site visit as requested?

20

21

22

23

24

25

26

A.

A. Yes. I made an on-site visit to TEP Wholesale Department for three days on April 13-15,

2009 to interview personnel and gather additional information. My interviews included

TEP personnel and management, and personnel from some corporate departments of

UniSource, including Risk Control, Financial Forecasting, Internal Audit, and Energy

Settlements. On April 14, 2009, I personally witnessed Day Ahead gas purchasing,

nominating and scheduling processes. I found their practices to be effective and prudent,

including bidder award. The next day gas purchasing decisions are made and executed by
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1

2

a single individual, the Portfolio Manager of natural gas for TEP, UNS Gas and UNS

Electric, Mr. Ray Robby.

3

4 Q- How does Mr. Robey make the decision about which supplier to purchase from?

5 UNS Gas has master ISDA agreements with gas suppliers, with I others in the

6 administrative queue to be finalized, and NAESB agreements with

with I

additional entities,

7 more in the queue. To purchase Day Ahead gas, Mr. Robey canvasses the

8

9

10

11

12

13

market for the best offers through an electronic trading house (Intercontinental Exchange),

instant messaging, telephone, and a voice box that connects directly to a broker.

However, he can only execute with those suppliers for which there are pre-existing master

agreements and credit arrangements. This is one of the reasons why it's important for a

company to maintain a good credit rating and to diversify its supplier base, in order to lift

the best available offer prices.

14

15 Q, How does Mr. Robey make the decision about how much gas to purchase?

16

17

18

He generally consults the most recent load forecast and also considers any potential error

in the load forecast of recent days which might contribute to the pipeline imbalance and

attempts to keep a zero or low imbalance.

19

20 TRANSACTION AUDIT

21 Q. Did you audit any transactions for adherence to policies and procedures?

22

23

24

25

A.

A.

A. Yes. Six transactions were specifically reviewed for compliance with policies and

procedures and found to be compliant. Two contracts were selected from each year in

2006, 2007 and 2008, including the bids related to gas supply for the 2008/2009 winter

season where BP Energy Services won the right to supply the majority of the gas.

I
I
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1 Q~ Does this conclude your direct testimony?

2 A. Yes, it does.
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RITA R. BEALE

EDUCATIONAL BACKGROUND

Master of Science
Bachelor of Science

Mineral Economics, Colorado School of Mines, 1987
Geology, Rider University, 1984 (Phi Beta Kappa Honor Key)

PROFESSIONAL EXPERIENCE

Current Position

ENERGY VENTURES ANALYSIS, INC. Arlington, VA

Principal
Ms. Beale joined EVA in 2007 as co-head of the oil and natural gas practice, with additional
specialization in electricity.

Prior Experience

WEST HILL GROUP - Aledo, TX 2005-2007

•

•

Principal
Analyzed investment costs of new NGL processing plant of ~$100 million and evaluated
whether to use gas compressors or electric motors.
Negotiated ERCOT power supply contract and structured heat rate terms to meet client's
risk management objectives.
Provided hedge strategy consultation and market timing to end-users.•

FIRST CHOICE POWER LP - Fort Worth, TX 2003 - 2005

Vice President, Energy Services
Executive officer with P&L responsibility for physical ERCOT power and financial natural gas.
General management & leadership of five areas: (a) wholesale supply and portfolio management
(b) customer deal pricing (c) back office settlement of wholesale supply contracts and
preparation of General Ledger accounting entries (d) electric load forecasting for >200,000
customers (e) ERCOT market operations/protocols. Served on Risk Management Committee &
Sarbanes Oxley Disclosure Committee.

• Working closely with C-level management, turned company around from negative
commodity position. Stayed through successful sale of company.
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Acted as De-facto Director of Portfolio managing all commodity & operational risk of
energy, ancillaries, and renewable energy as fixed price, basis, and option positions. Led
multi-discipline team that structured & negotiated $800 million in power supply deals
that enabled FCP to survive and restart customer acquisition.
Help set up Special Purpose Entity (bankruptcy remote) to enhance company
creditworthiness and serve as collateral for power supply contracts. Administered front
office policies and practices to ensure adherence to risk policies and other contractual
covenants.
Managed staff of 22 with operating budget of ~$2 million. Responsible for annual and
quarterly department forecasts and updates.

IDACORP ENERGY LP - Boise, ID 2002 - 2003

•

•

•

Vice President & General Manager, Electric Power
P&L responsibility for physical & financial wholesale power trading, origination, and market
analysis reporting to the President.

Responsible for portfolio management of wholesale power book and exposures in fixed
price, basis, index, and option positions in the western USA. Ensured trading compliance
with all portfolio VaR limits and risk policies.
Positions included deal flow from large commercial & industrial customers and a large
number of power transmission contracts modeled as options.
Activities included portfolio (re) valuation and resolution of regulatory & legal
contractual issues.
Led external sale of commodity book through bid process. Locked mark-to-market value
to flatten book prior to sale. Reduced department by half to staff of 20 to meet BOD
obligations until sale of book.

•

ANDERSEN LLP - Chicago,IL 1998-2002

Senior Manager, Financial & Commodity Risk Consulting
Scoped, priced, and executed engagements as project manager. Fostered relationships with
clients to spearhead key initiatives including business strategy, process Reengineering and
Sarbanes Oxley controls, risk management, and financial valuation.

Responsibilities included developing and executing business plans, hiring and developing
consulting personnel, quality assurance, and client satisfaction.

•

EL PASO ENERGY MARKETING - Houston, TX 1996 -1998

Manager, Natural Gas Storage Trading
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P&L responsibility for financial & physical optimization of natural gas withdrawals and
injections based on embedded optionality. Portfolio included proprietary leases and client asset
management on 18 different pipelines in the East, US Gulf, Texas, Midwest, & Canada.

Established new storage department from inception into operation.
Developed & implemented rigorous market-based arbitrage pricing tools to determine
schedules and extract maximum value in daily & forward markets.

Manager, Structured Transactions
Set-up initial structure desk and related processes to value & price complex physical natural gas
transactions that included energy, storage, and pipeline capacity.

Administered centralized pricing & execution for sales reps at six remote locations.
Marketed OTC derivatives to personal book of customers.

ENERGY COMMODITY ANALYST
GOLDMAN, SACHS & CO - New York,NY
LEHMAN BROTHERS - New York, NY

1993 - 1995
1988 _ 1993

For oil and natural gas, conducted fundamental research on global supply, demand, storage, and
relevant trends impacting prices. Published price forecasts and trading recommendations for
hedgers and specs. Produced research reports, led client teleconference calls, spoke at client
conferences, and attended OPEC meetings as industry observer.
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EXECUTIVE SUMMARY
UNS GAS, INC.

DOCKET NO. G-04204A-08-0571

Mr. Hanson's Direct Testimony addresses the UNS Gas, Inc. list of capital improvements
and new construction to determine whether the projects were used and are useful.



Direct Testimony of Corky Hanson
Docket No. G-04204A-08-0571
Page 1

1 INTRODUCTION

2 Q- Please state your name and business address.

3 My name is Corky Hanson. My business address is 2200 N. Central Avenue, Phoenix.

4

5 Q-

6

What is your current position and how long have you been employed by the Arizona

Corporation Commission?

7

8

I am the Assistant Supervisor of the Pipeline Safety Section, I have been employed by the

Arizona Corporation Commission ("Commission") for over 17 years.

9

10 Q-

A.

Please describe briefly your duties as a Assistant Supervisor.

11

12

13

14

As Assistant Supervisor, I am responsible for the following:

Assist Supervisor in the management of the pipeline safety program.

Review inspectors' reports for accuracy and completeness.

Under the direction of the Supervisor, schedule activities and tasks and assign personnel to

15

16

17

accomplish these projects.

Assist Supervisor in development and updating of pipeline safety policies and procedures.

Assume the role of Interim Supervisor in the absence of the Supervisor.

18

19 Q- Have you previously testified?

20 Yes, I have previously testified on behalf of the Commission in seven cases.

21

22 Q- What is the purpose of your testimony in these proceedings?

23

24

A.

A.

A.

A. The purpose of my testimony is to address the UNS Gas, Inc. list of capital improvements

and new construction to detennine whether the projects were used and are useful.
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1 ANALYSIS

2 Q~

3

Does the Pipeline Safety Section have any concerns regarding the used and useful

analysis of the list that would affect this rate case?

4 No.

5

6 Q- How were you able to determine the used and usefulness of the list?

7

8

9

10

11

I reviewed UNS Gas, Inc.'s response to Staff's 3rd set of data requests dated March 27,

2009. This data has a list of each project with a date and a map that identify the purpose

of each project. Also, Gary Smith V.P. and General Manager of Gas Operation for UNS

Gas, Inc. left me with his cell phone number to call him if I had any questions during the

process. I took advantage of this opportunity on several occasions.

12

13 Q- Were there any non-compliance items noted during the 2009 comprehensive audit?

14 No.

15

16 Q. Does this conclude your Direct Testimony?

17

A.

A.

A.

A. Yes, it does.
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CORKY HANSGN

Prior to working for the Office of Pipeline Safety (OPS), Corky was the Operation
Supervisor at Black Mountain Gas Company (BMG) for thirteen years. He was responsible
for designing and engineering new pipeline systems, repair of existing pipelines, operation,
maintenance and emergency response. At BMG, Corky had pipeline industry training in leak
survey, cathodic protection, pressure regulation/relief devices, odorization, valve
maintenance, construction of a pipeline and emergency response. Corky authored the
original "Operation, Maintenance and Emergency Manual" for BMG.

His other experience includes four years as a contractor employee doing construction for the
local gas and water utility companies, two years in the U S Army (Combat Engineers).

9 Corky has worked for OPS since May 4, 1992 where he has conducted numerous pipeline
safety audits on both intrastate and interstate pipeline operators and incident investigations.
Corky was a member of the Federal/State Operator Qualification Committee and The
American Society of Mechanical Engineers (B3lQ) Committee in developing a standard for
qualification of pipeline personnel. He is also a current member of the Common Ground
Alliance, a nonprofit organization dedicated to promoting effective damage prevention
practices for underground utilities. Corky has been connected with the pipeline industry
since 1974. ()n March 9, 2009 Corky was promoted to Pipeline Safety Assistant Supervisor.

• Federal Training Courses:

Gas Pressure Regulation and Overpressure Protection Course
Safety Evaluation of Pipeline Corrosion Control Systems I
Safety Evaluation of Gas Pipeline Systems
Pipeline Failure Investigation Techniques
Pipeline Safety Regulation Application and Compliance Procedures
Joining of Pipeline Materials
Safety Evaluation of Pipeline Corrosion Control Systems II
Safety Evaluation of Hazardous Liquid Pipeline Systems
Liquefied Natural Gas Safety Technology and Inspection
Operator Qualification
Pipeline Reliability Assessment
Integrity Management Courses
General Pipeline Safety Awareness Course (Hazwoper)
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ARIZONA CORPORATION COMMISSION - Office of Pipeline Safety

•

•

•

•

•

•

New Employee Training (6 weeks)
Master Meter Training Class
Liquefied Petroleum Gas
Welding Procedures and Visual Examination of Welds
Incident Investigations
Computer Science Classes
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EXECUTIVE SUMMARY
UNS GAS, INC.

DOCKET NO. G-04204A-08-0571

On November 7, 2008, UNS Gas, Inc. filed and application with the Commission for rate
relief. The purpose of this testimony by Staff witness Juan C. Manrique is to present Staffs
position on proposed changes to by the Company to its Rules and Regulations. Staff concludes
that the changes proposed by UNS Gas,  Inc.  are prudent and recommends that they be
authorized.
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1 INTRODUCTION

2 Q- Please state your name, occupation, and business address.

3

4

5

My name is Juan Manrique. I am a Public Utilities Analyst employed by the Arizona

Corporation Commission ("ACC" or "Commission") in the Utilities Division ("Staff").

My business address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

7 Q- Briefly describe your responsibilities as a Public Utilities Analyst.

8 In my capacity as a Public Utilities Analyst, I provide recommendations to the

9

10

Commission on tinancings and certificates of convenience and necessity. I also perform

studies to estimate the cost of capital for utilities that are seeking rate relief.

11

12 Q. Please describe your educational background and professional experience.

13 In 2005, I graduated from Arizona State University, receiving a Bachelor of Science

14

15

16

degree in Finance. My course of studies included classes in corporate and international

finance, investments, accounting, statistics, and economics. I began employment as a

Staff Public Utilities Analyst in October 2008.

17

18 Q- What is the scope of your testimony in this case?

19 I will address the Rules and Regulations to be recommended for UNS Gas, Inc. ("UNS" or

20 "Company").

21

22 ESTABLISHMENT OF SERVICE

23 Q- Has UNS revised its Establishment of Service Rules and Regulations as part of the

24 current rate case?

25 Yes. UNS added language to its Establishment of Service section regarding service re-

26

A.

A.

A.

A.

A.

establishments at the same location. The proposed change states "For service re-
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1 establistnnents at  the same location where the same Customer has ordered a service

2

3

4

disconnect within the preceding twelve (12) month period, such returning Customer in

addit ion to the service re-establishment charge,  shall pay the sum of the applicable

monthly Customer Charges that would have accrued had the Customer not ordered the

5 disconnect.99

6

7 Q~ What is Staff's opinion on this change?

8

9

10

11

Staff notes that while this is a change under "Section 3, Establishment of Service" of the

Company's  Rules  and Regula t ions ,  this  issue is  in conformance with "Sect ion 2 ,

Definitions, No. 49" which defines the Service Re-establishment Charge. Therefore Staff

agrees with this change.

12

13 Q. Are there any other changes to Section 3, Establishment of Service?

14 Yes. Section 3 also establishes that "For service reconnections when due to the behavior

15

16

17

18

19

20

21

22

A.

A.

of the Customer (i.e., nonpayment, failure to comply with the Company's Pricing Plans) it

has been necessary for the Company to discontinue service utilizing other than the usual

oper a t ing p r ocedur es  p r ior  t o r econnect ion of  ga s  ser vice ea ch t ime the ga s  is

discoimected, in addition to the service reconnection charge set forth in the Statement of

Additional Charges, the Customer shall pay the sum of the applicable monthly Customer

Charges that would have accrued had the Customer not been disconnected within the

preceding twelve (12) month period." This change mirrors the Service Re-establishment

fee and therefore Staff agrees with this change as well.
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1 Q- Are there any other changes of consequence proposed by the Company in the current

2

3

4

rate case?

No. There are minor changes to the language employed but no substantive changes have

been proposed. Staff concludes that all changes proposed by the Company be authorized.

5

6 Q- Does this conclude your direct testimony?

7

A.

A. Yes, it does.
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JUAN c. MANRIQUE

EXPERIENCE CHRISTENSEN & ASSOCIATES

03/08 -- PRESENT ASSOCIATE

SCOTTSDALE, AZ

• Initiate investor relations program by meeting with new clients and deciding an appropriate
goal and strategy to encourage new and further investment designed to increase share price
Use proprietary database to target and profile potential investors
Organize meetings between client and targets to facilitate investment
Conduct post-meeting interviews with investors and use feedback to generate a perception
study report and suggested course of action for client

RYLAND MORTGAGE

01/06- 11/07 MANA GEMENT TRAINEE

DALLAS, TX

• Gained experience in all aspects of mortgage loan processing, originating and underwriting in a
rotational program.
Maintained a $7MM pipeline by interviewing buyers and originating new home loans
Analyzed credit reports arid advised most clients on strategies for improving credit score
Received specialized training in managing groups and leading projects
Led monthly homebuyers education courses explaining the mortgage process and different
mortgage products

AMERICAN FUNDS

01/05-12/05 SHAREHOLDER A CCO UNT REPRESENTA TIVE

SCOTTSDALE, AZ
•

•

Successfully completed new employee training program
Provided superior service to shareholders and financial advisers by providing quick resolutions
to any and all customer inquiries
Accurately established and maintained mutual fund accounts for thousands of new and
existing clients

SHURE INCORPORATED

07/00-01/04
IL

Customer Service Representative Niles,

Created new customer notification process for overnight orders
Designed a customer service training video for new employees
Handled all aspects of dealer orders including problem resolution
Consistently provided high level of service to all external and internal customers by
proactively anticipating their needs
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Education
2005

Arizona State University, W.P. Carey School of Business December

Bachelor of Science, Finance

Professional Skills
•

•

•

Fluent in reading, writing and speaking Spanish
Talented at organizing workload according to work priorities.
Proficient with several software applications including Word, Excel, PowerPoint, Access,
Outlook and the aptitude to quicldy adapt to new ones.
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EXECUTIVE SUMMARY
UNS GAS INC.

DOCKET no. G-04204A-08-0571

My testimony in this proceeding addresses a number of issues related to UNS Gas, Inc.'s
("UNS") purchased gas adjustor ("PGA") mechanism. UNS has proposed to change the interest
rate applicable to the PGA mechanism's bank balance. UNS has also suggested several possible
proposals related to low income service that would implicate the PGA mechanism. My
testimony provides Staffs analysis and recommendations regarding the PGA mechanism and
related issues.
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1 INTRODUCTION

2 Q- Please state your name, occupation, and business address.

3

4

5

My name is Robert G. Gray, I am an Executive Consultant III employed by the Arizona

Corporation Commission ("ACC" or "Commission") in the Utilities Division ("StafF').

My business address is 1200 West Washington Street, Phoenix, Arizona 85007.

6

7 Q- Briefly describe your responsibilities as an Executive Consultant III.

8 111,

9

10

In my capacity as an Executive Consultant I conduct analysis and provide

recommendations to the Commission on a variety of electricity and natural gas matters. A

copy of my resume is attached as Exhibit RGG-1 .

11

12 Q~ What is the scope of this testimony?

13 This testimony will address UNS's Purchased Gas Adjustor ("PGA") mechanism and

related issues in this case.14

15

16 Q- Have you reviewed the testimony of UNS Witness Kennton C. Grant in regard to the

PGA mechanism?17

18

19

Yes. I have reviewed his testimony and will discuss his proposed change to the interest

rate applied to the PGA mechanism's bank balance as part of my testimony.

20

21 Q- Have you reviewed the testimony of UNS Witness D. Bentley Erdwurm in regard to

the PGA mechanism?22

23

24

25

A.

A.

A.

A.

A. Yes. I have reviewed his testimony and will discuss several ideas he has put forth

regarding low income ratemaking and possible implications for the PGA mechanism as

part of my testimony.
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1 PURCHASED GAS ADJUSTOR

2 Q. Please discuss the functioning of the PGA mechanism in recent years.

3

4

5

6

7

8

9

At the time the currently-effective PGA mechanism was initially implemented in June

1999, natural gas prices had been relatively low and stable for a number of years. Shortly

following implementation, significant changes took place in natural gas markets, leading

to higher and more volatile natural gas prices which have made the last five years difficult

for regulators, local distribution companies, and consumers of natural gas. Recent years

have also provided a stem test of various aspects of the PGA mechanism. Staff believes

that in general the PGA mechanism as currently designed and operated has worked well,

10 given the difficult circumstances of recent years. A PGA mechanism by nature

11

12

13

14

15

16

determines the manner in which commodity costs are passed through to customers,

including such issues as timing and structure of such pass-throughs. In a market where the

underlying commodity cost has risen from around $2.50 per mmbtu to $6.00 or so in

recent years, any PGA mechanism is going to reflect those higher costs, which will be

passed through to customers in some fashion, the primary variance being the manner in

which the rising costs are passed along to customers.

17

18

19

20

21

22

23

24

25

No PGA structure can change the underlying fact that natural gas prices and price

volatility have for the most part increased dramatically in recent years. Fortunately,

natural gas prices as of early 2009 are the lowest they have been due to a number of

factors, including growth in domestic production, weaker than expected demand, and

weak economic conditions. Thus, the monthly PGA rates charged by UNS Gas and other

Arizona local distribution companies ("LDC") have been trending gradually lower in

recent months. However, the current low gas prices are not guaranteed to continue very

far into the future and history has shown that natural gas prices can spike upward in a

26

A.

short time span.
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1

2

3

4

In general, Staff believes that the current PGA mechanism reasonably balances the interest

in shielding customers from price volatility with the competing desire to at least to some

extent send a price signal to customers regarding the changing level of the underlying

commodity costs.

5

6 Q- Has the Commission addressed UNS's PGA mechanism recently?

7

8

9

10

11

12

13

14

15

16

Yes. The PGA mechanism was considered in UNS' rate case that resulted in Decision

Number 70011 (November 27, 2007). In that recent case the Commission made a number

of changes to UNS' PGA mechanism, including setting the base cost of gas to zero,

expanding the bandwidth on the monthly PGA rate, eliminating the bank balance

threshold on undercollections, increasing the bank balance threshold on overcollections,

and retaining the existing interest rate for the PGA bank balance. Staff is not proposing

further change in this case to any of these matters. Staff believes that further time is

needed to see how these recent changes impact the function of the PGA mechanism.

Additionally, Staff has not seen any compelling evidence that further change is needed in

relation to any of these issues.

17

18

19

20

Q- UNS has proposed changes to the interest rate to be applied to the PGA bank

balance. Please describe UNS's proposed change.

21

22

23

24

25

26

A.

A. UNS Witness Grant is proposing to increase the interest rate applied to the PGA bank

balance by applying the 3-month London Interbank Offered Rate ("LIBOR") rate plus 1.0

percent to the PGA bank balance each month. This proposal is similar, though simpler,

than UNS's proposal in the last rate case where they proposed to apply the LIBOR rate

plus 1.5 percent to bank balances up to a certain size, with the portion of the balance

exceeding a designated level having UNS's authorized weighted average cost of capital

applied as the applicable interest rate.
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1 Q-

2

What was the Commission's finding regarding a UNS' similar interest rate proposal

in UNS's recent rate case?

3

4

The Commission rejected UNS' requested increase to the interest rate. Specifically the

Order states that:

5

6 a

7

8

9

10

11

12

13

"We agree with Staff that UNS has not presented a sufficient basis for altering the

PGA bank balance interest rate that currently exists. As Mr. Gray points out,

similar rate is in effect for Southwest Gas and APS, and we see no reason why

UNS should be treated differently from those companies. In addition, granting

a higher interest rate could provide a disincentive for the Company to reduce

bank balances and could cause it to become less focused on taking all possible

measures to reduce the cost of gas for its customers (Id. at 15-16). We

therefore adopt Staffs recommendation to retain the current interest rate for

UNS's PGA bank balances." (p.80, lines 12-18)

14

15 Q- Please discuss the history of interest being applied to PGA bank balances.

16

17

18

19

20

21

22

23

24

25

26

A.

A.

Until the Commission adopted the banded 12-month rolling average PGA mechanism in

October 30, 1998 (Decision Number 61225), the Commission did not provide for the

accrual of any interest on over- or under-recovered PGA bank balances. In Decision

Number 61225, the Commission approved LDCs, including Citizens Utilities (which

subsequently became UNS Gas), to begin applying interest to the PGA bank balances.

The approved interest rate at that time was the monthly three month commercial non-

financial paper rate, as published by the Federal Reserve. The proposal to apply this

interest rate to PGA bank balances was the result of a consensus among working group

participants including Staff, the Residential Utility Consumer Office ("RUCO"), Arizona

LDCs, and other interested parties. Subsequently, in Decision Number 68600 (March 23,

2006) the Commission approved changing the applicable interest rate for PGA bank
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1

2

3

4

5

6

balances to the monthly three month commercial financial paper rate published by the

Federal Reserve. The purpose for this change was that the previously approved interest

rate was no longer being published by the Federal Reserve on a consistent basis, and the

new rate was very similar, if slightly higher on average, than the existing rate prior to

Decision Number 68600. And as previously noted, the Commission rejected changing the

interest rate in Decision Number 7001 l (November 27, 2007).

7

8 Q- Please discuss UNS's comparison of the 3-month LIBOR and 3-month commercial

financial commercial paper rates.9

10

11

12

13

14

15

16

17

18

19

20

21

22

A. It is unclear what LIBOR rate UNS is proposing to use in this proceeding. Mr. Grant's

testimony references a 3-month LIBOR rate published by the Federal Reserve. Staff has

not been able to locate a 3-month LIBOR rate on the Federal Reserve's website.

Additionally, in response to Staff Data Request BG2-1, UNS provides references to the

British Bankers Association ("BBA") website as well as a LIBOR rate published in the

Wall Street Journal, but does not provide a reference to any Federal Reserve document or

webpage. Further, the rates referenced on the BBA website and in the Wall Street Journal

are set on a daily basis, and UNS has not identified how it would apply a daily rate to the

monthly PGA calculations. Staff believes that use of a rate published on a monthly basis

is more applicable, given that PGA accounting is done on a monthly basis. Whatever rate

the Commission may apply in the future to UNS's PGA bank balance, it is important to

have a clear and distinct reference point identifying the rate, to avoid any confusion

regarding what interest rate is applicable.
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1 Q- Please provide Staff's perspective on the interest rate to be applied to the PGA bank

2 balance.

3

4

5

6

7

8

9

10

11

Staff would reiterate the points it made regarding this issue in UNS' recent rate case.

Specifically, when the Commission first granted interest on the PGA bank balance in

1999, it was clear that the interest rate being adopted at that time was not equal to any

LDC's expected costs of borrowing. Additionally, in rate cases since that time, the

Commission has not adopted an interest rate that was considered to be equivalent to the

LDC's cost of borrowing. In a recent Southwest Gas rate case (Decision Number 68487,

dated February 23, 2006), the Commission adopted an interest rate for Southwest Gas, the

one-year nominal Treasury constant maturities rate, that is similar to the current interest

rate for UNS. Additionally, the Commission adopted the same interest rate for Southwest

Gas as for Arizona Public Service. UNS has not demonstrated that it is so different from12

13 other Arizona utilities that it somehow warrants a higher interest component.

14

15

16

17

An additional aspect of this discussion is that the Company's cost of borrowing is likely to

change over time, so it is unlikely that there is any simple method of setting an interest

rate to specifically track UNS's exact cost of borrowing, even if the Commission wished

18 to do so.

19

20

21

22

23

24

Also, as a general principle, to the extent an LDC receives an interest rate on the PGA

balance that might be expected to fully compensate it for the costs of borrowing (or even

possibly overcompensate), there could be a concern that the LDC would become less

concerned with reducing the PGA bank balance and could become less focused on taking

all steps necessary to reduce the cost of natural gas for its consumers.

25

A.
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1

2

3

4

5

Further, as was noted in 1999 when the Commission began allowing interest to be

collected on PGA bank balances, the higher the interest rate the Commission grants for

PGA bank balances, the more the resulting interest will make the PGA bank balance more

volatile. The level of such additional volatility is not enormous, but the cumulative effect

can be noticeable over time.

6

7

8

9

10

11

12

Q- What is Staff's recommendation regarding UNS's proposal to change the interest

rate applied to the PGA bank balance?

13

14

While it is difficult to identify the specific rate or manner in which UNS would apply its

proposed rate, fundamentally Staff does not believe circumstances have changed

significantly since the Commission chose to retain the existing interest rate for the PGA

bank balance in UNS's last general rate case order in November 2007. Staff believes that

continued application of the 3-month commercial financial paper rate to UNS's PGA bank

balance is reasonable and the Commission should not change to a different interest rate

absent a compelling reason to do so, which UNS has not provided. Therefore Staff

recommends that no change be made to the interest rate applied to the PGA bank balance.

Q- Please describe UNS' suggestions regarding low income rates and the PGA

15

16

17

18

19

20

mechanism.

21

22

23

24

25

26

A.

A. In UNS Witness D. Bentley Erdwumi's Direct Testimony he indicates the Company

supports efforts to provide a discount on the commodity cost of gas to Customer

Assistance Residential Energy Support ("CARES") customers and/or establish some sort

of gas cost cap for CARES customers. Mr. Erdwurm further suggests that discounted

amounts could be recovered through UNS's PGA mechanism. Mr. Erdwurm suggests the

possibility of a working group considering these ideas, but does not provide details as to

how the proposals would work.
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1 Q- Please provide Staff's perspective on these proposals.

2

3

4

5

6

7

8

9

10

11

12

Staff is sympathetic to UNS's goal of providing greater assistance to low income

customers and has worked in many rate cases over the years to improve the level of

assistance provided to low income customers. However, Staff does not believe that

proposals which would alter the way the PGA mechanism operates are the right venue to

pursue additional low income customer relief The Commission has always been careful

to only pass through the PGA mechanism the cost of the commodity and the transportation

costs to deliver the commodity as well as an interest component in recent years. For a

variety of electric and natural gas utilities in Arizona, the cost of discounts provided to

low income customers has either been dealt with as part of overall costs in a rate case, or

passed through a separate adjustor mechanism that has been specifically designed to pass

such costs through, as has been the case for Southwest Gas for many years. Introduction

of low income discount costs to the PGA mechanism would unbalance the PGA13

14

15

16

17

18

mechanism, complicate the tracking of costs and recoveries through the PGA mechanism,

and would tend to skew it toward developing undercollected PGA bank balances over

time. If greater discounts and/or other protections are implemented for low income

customers, they should be provided via means other than through the PGA mechanism.

The PGA mechanism should continue, as it has in the past, to only reflect the cost of the

19

20

natural gas commodity and interstate transportation costs, as well as an interest

component.

21

22 SUMMARY OF RECOMMENDATIONS

23 Q- Please summarize your recommendations.

24

25

My testimony includes the following recommendations :

l. The interest rate applicable to the PGA bank balance should not be changed in this

26

A.

A.

proceeding.
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1

2

3

4

To the extent the Commission further extends rate relief to low income customers

in this proceeding, the Commission should not accomplish this goal by altering the

cost of gas component of rates or allowing recovery of such costs through the PGA

mechanism.

5

6 Q- Does this conclude your direct testimony?

7 A. Yes, it does.

2.
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ROBERT G. GRAY

Education

B.A.
M.A.

Geography, University of Minnesota-Duluth (1988)
Geography, Arizona State University (1990) Thesis:A Model for Optimizing the
Federal Express Overnight Delivery Aircraft Network.

Employment History

Arizona Corporation Commission, Utilities Division, Phoenix, Arizona: Executive
Consultant III (November 2007 - present), Public Utility Analyst V (October 2001 .
November 2007), Senior Economist (August 1997 - October 2001), Economist II (June
1991 - July 1997), Economist I (June 1990 - June 1991). Conduct economic and policy
analyses on a variety of natural gas issues in Arizona, including gas procurement, rate
design, interstate pipeline issues, revenue decoupling, energy conservation, low income
issues, natural gas research and development funding, customer services issues, special
contracts, various tariff matters, and other natural gas issues. Conduct economic and
policy analyses on a variety of electricity issues in Arizona, power plant and transmission
line siring cases, energy efficiency, renewable energy standards, rate design, time-of-use
service, and low income issues. Prepare recommendations and present written and oral
testimony before the Commission and organize workshops and other proceedings on
various utility industry issues. Represent the ACC in natural gas proceedings at the
Federal Energy Regulatory Commission, at the North American Energy Standards Board,
and on the National Association of Regulatory Utility Commissioners' Staff
Subcommittee on Gas, including serving as a past Vice-Chair and Chair of the NARUC
Staff Subcommittee on Gas.

Testimony

Resource Planning for Electric Utilities, (Docket No. 0000-90-088), Arizona Corporation
Commission, 1990.

Citizens Utilities Company, Electric Rate Case (Docket No. E-1032-92-073), Arizona
Corporation Commission, 1993.

Resource Planning for Electric Utilities, (Docket No. 0000-93-052), Arizona Corporation
Commission, 1993.

Arizona Public Service Company, Rate Settlement (Docket No. E-1345-94-120), Arizona
Corporation Commission, 1994.
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U S West Communications, Rate Case (Docket No. E-1051-93-183), Arizona Corporation
Commission, 1995 .

Citizens Utilities Company, Electric Rate Case (Docket No. E-1032-95-433), Arizona
Corporation Commission, 1996.

Resource Planning for Electric Utilities (Docket No. U-000-95-506), Arizona Corporation
Commission, 1996.

Southwest Gas Corporation, Natural Gas Rate Case (Docket No. U-1551-96-596), Arizona
Corporation Commission, 1997.

Black Mountain Gas Company - Norther States Power Company, Merger (Docket Nos. G-
03493A- 98-0017, G-01970A-98-0017), Arizona Corporation Commission, 1998.

Black Mountain Gas Company - Page Division Rate Case (Docket Nos. G-03493A-98-0695, G-
03493A-98-0705), Arizona Corporation Commission, 1999.

Graham County Utilities Company Rate Case (Docket No. G-02527A-00-0378), Arizona
Corporation Commission, 2000.

Black Mountain Gas Company -. Cave Creek Division Rate Case (Docket No. G-03703A-00-
0283), Arizona Corporation Commission, 2000.

Southwest Gas Corporation, Natural Gas Rate Case (Docket No. G-01551A-00-0309), Arizona
Corporation Commission, 2000.

Black Mountain Gas Company - Page Division Rate Case (Docket Nos. G-03493A-01-0263),
Arizona Corporation Commission, 2001 .

Duncan Rural Services - Natural Gas Rate Case (Docket No. G-02528A-01-0561), Arizona
Corporation Commission, 2001 .

Toltec Generating Facility Application Before the Arizona Power Plant and Line Siting Committee
(Docket No. L-00000Y-01-0l 12), September 2001 .

Lap Paz Generating Facility Application Before the Arizona Power Plant and Line Siting Committee
(Docket No. L-00000AA-0l-0116), December 2001 .

Bowie Generating Facility Application Before the Arizona Power Plant and Line Siting Committee
(Docket No. L-00000BB-01 -01 l 8), December 2001 .

Southwest Gas Corporation, Acquisition of Black Mountain Gas Company (Docket No. G-01551A-
02-0425), Arizona Corporation Commission, 2002.
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Wellton-Mohawk Generating Facility Application Before the Arizona Power Plant and Line Siting
Committee (Docket No. L-00000z-01-0114), February 2003 .

Arizona Public Service Company, Rate Proceeding (Docket No. E-01345A-03-0437), Arizona
Corporation Commission, 2004.

Graham County Utilities Company Rate Case
Corporation Commission, 2004.

(Docket No. G-02527A-04-0301), Arizona

Southwest Gas Corporation, Rate Proceeding (Docket No. G-01551A-04-0876), Arizona
Corporation Commission, 2004.

Southern California Edison, Devers - Palo Verde 2 Transmission Line Application before the
Arizona Power Plant and Line Siting Committee, (L-00000A-06-0295-00130), 2006.

Semstream Arizona Propane Acquisition of Energy West (Docket G-02696A-06-0515), Arizona
Corporation Commission, 2006.

UNS Gas Inc., Rate Proceeding (Docket No. G-04204A~06-0463), Arizona Corporation
Commission, 2007.

Semstream Arizona Propane Acquisition of Black Mountain Gas Company - Page Division (Docket
G-03703A-06-0694), Arizona Corporation Commission, 2007.

Northern Arizona Energy, LLC, Northern Arizona Energy Project Application before the Arizona
Power Plant and Line Siting Committee, (L-00000FF-07-0134-00133), 2007.

Arizona Public Service, Palo Verde Hub to North Gila 500 kV Transmission Lint Project
Application before the Arizona Power Plant and Line Siting Committee, (L-00000D-07-
0566-00135), 2007.

Southwest Gas Corporation, Rate Proceeding (Docket No.
Corporation Commission, 2008.

G-01551A-07-0504), Arizona

Arizona Solar One, LLC, Solana Generating Station and Gen-Tie Application before the Arizona
Power Plant and Line Siting Committee, (L-00000GG-08-0407-00139 and L-00000GG-08~
0408-00140), 2008.

Coolidge Power Corporation, Coolidge Power Project Application before the Arizona Power Plant
and Line Siting Committee, (L_00000HH-08-0422-00141), 2008.
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(with David Berry, Kim Clark, Lewis Gale, Barbara Keene, and Harry Sauthofi) Staff Report on
Resource Plaining. (Docket No. U-0000-90-088) Arizona Corporation Commission,
1990.

(with Pram Bahl) "Transmission Access Issues: Present and Future," October, 1991 .

(with David Berry) Substitution of Photovoltaics
Choices. Arizona Corporation Commission, 1992.

for Line Extensions: Creating Consumer

(with Barbara Keene and Kim Clark) Report of the Task Force on the Feasibility of
Implementing Sliding Scale Hookup Fees, December, 1992.

(with Mike Kuby) "The Hub and Network Design Problem with Stopovers and Feeders: The
Case of Federal Express," Transportation Research A., Vol. 27A, 1993, pp. 1-12.

(with David Berry) Staff Guidelines on Photovoltaics Versus Line Extensions. Arizona
Corporation Commission, January 28, 1993 .

(with Ray Williamson, Robert Hammond, Frank Mancini, and James Arwood) The Solar
Electric Option (Instead of Power Line Extension). A joint publication of the Arizona
Corporation Commission and the Arizona Department of Commerce Energy Office,
August, 1993.

(with David Berry, Kim Clark, Barbara Keene, Jesse Tsao, Ray Williamson, Randall Sable, Rona
Washington, Wilfred Shard, and Prey Bahl) Staff Report on Resource Planning. (Docket
No. U-0000-93-052) Arizona Corporation Commission, 1993.

Staff Report On Rural Local Calling Areas. (Docket No. E-l05l-93-183) Arizona Corporation
Commission, March, 1994.

(with David Berry, Kim Clark, Barbara Keene, Glenn Shipped, Julia Tsao, and Ray Williamson)
Staff Report on Resource Planning. (Docket No. U-000-95-506) Arizona Corporation
Commission, 1996.

(with Barbara Keene) "Customer Selection Issues," NRRI Quarterly Bulletin, Vol. 19, No. 1,
Spring 1998, National Regulatory Research Institute.

Staff Report on Purchased Gas Adjustor Mechanisms, (Docket No. G-00000C-98-0568) Arizona
Corporation Commission, October 19, 1998.

Staff Report on the Rolling Average PGA Mechanism, (Docket No. G~00000C-98-
0568),Arizona Corporation Commission, September 6, 2000.
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Staff Report on the Use of a Circuit-Breaker in Adjustor Mechanisms, Arizona Corporation
Commission, September 3, 2003.

Staff Report on Southwest Gas Filing for Pre-Approval of Cost Recovery for Participation in the
Kinder Morgan Silver Canvon Pipeline Project, (Docket No. G-0155lA-04-0192),
Arizona Corporation Commission, June 2, 2004.

Staff Report on Arizona Public Service Company Filing for Pre-Approval of Cost Recovery for
Participation in the Kinder Morgan Silver Canvon Pipeline Project , (Docket No. E-
01345A-04-0273), Arizona Corporation Commission, August 16, 2004.

Staff Report on Arizona Public Service Company Filing for Pre-Approval of Cost Recovery for
Participation in the Transwestern Pipeline Phoenix Project , (Docket No. E-01345A-05-
0895), Arizona Corporation Commission, March 2, 2006.

Staff Report on Southwest Gas Filing for Pre-Approval of Cost Recovery for Participation in the
Transwestern Pipeline Phoenix Project, (Docket No. G-01551A-06-0107), Arizona
Corporation Commission, May 16, 2006.

Staff Report on UNS Gas Filing for Pre-Approval of Cost Recovery for Participation in the
Transwestern Pipeline Phoenix Project, (Docket No. G-04204A-06-0627), Arizona
Corporation Commission, January 30, 2007.

Staff Report on Semstream Arizona Propane, Pavson Division issues, Arizona Corporation
Commission, June 6, 2008.

Additional Training

1990

1993

1996

1997

1998

1998

1999 - 2007

2001

2003-2008
2004-2007

Seminars on Regulatory Economics
PURTI course on Public Utilities and the Environment
Center for Public Utilities Workshop on Gas Unbundling and Retail
Competition
NARUC 6th Annual Natural Gas Conference
Local Distribution Company Restructuring and Retail Access and
Competition Conference
NARUC 7m Annual Natural Gas Conference
NARUC Summer Committee Meetings
Center for Public Utilities Workshop on Risk Management in Gas
Purchasing
NARUC Winter Committee Meetings
NARUC Annual Convention
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Memberships

NARUC -- Staff Subcommittee on Gas - member, 1998 - present
NARUC - Staff Subcommittee on Gas - Vice-Chair - 2002 .- 2004
NARUC - Staff Subcommittee on Gas -- Chair - 2005 - 2007
Michigan State Institute for Public Utilities - NARUC Advisory Committee - 2005-2007
NARUC - North American Energy Standards Board Advisory Council - 2006 - present
NARUC - DOE LNG Partnership - 2003 - present


